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Ten years ago this Institute was formed. In the intervening 
years the profession of accountancy in this country has ex- 
perienced substantial growth not merely in numbers, not only 
in efficiency, but more especially in the appreciation of the busi- 
ness world. It is not unreasonable to claim for our organization, 
as I do, no small share of credit for the advancement achieved; 
for the Institute, formed with that as its principal aim, has 
pursued its objective with unflagging zeal. 

In rendering an account of my administration in the year now 
ended I will be brief for the reason that the report of the council 
which will be submitted to you later presents in concise form a 
history of the year’s activities, and questions arising out of that 
report will require time for your consideration and judgment. 

For me this has been a year of gratifying experiences, gained, 
in no small part, through attendance at the several regional 
meetings of the Institute. During the year our members have 
so assembled, and it has been my privilege to be present, in 
Indianapolis, Chicago, New Orleans, Jackson, Minneapolis, 
Cleveland and Boston. It has been my good fortune, also, to 
meet, less formally, with our members and with other bodies of 
accountants in Baltimore, in Louisville and in Atlanta. I am 
more than ever convinced that these regional gatherings are of 
great value in stimulating and strengthening Institute spirit, 
for opportunity is thus afforded not only for the interchange of 
technical knowledge, experience and ideas but also for the making 
and deepening of friendships and for spreading more widely a 
knowledge of the Institute—of its aims, how it functions and 
what it has accomplished. I am sure, moreover, that through 
the agency of these meetings there has been an increase of inter- 
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est in the Institute on the part of men in the profession who 
have not yet united with us. 

Our secretary’s report will present statistics as to our member- 
ship. Growth has been continuous, though gradual. The In- 
stitute has never made any ‘‘drive”’ for members, believing that 
a mernbership that grows by attraction is of more worth and is 
more permanent than one procured by solicitation. This does 
not mean that we do not desire to increase our membership. On 
the contrary we invite and gladly welcome to our ranks every 
practising accountant who will uphold our ideals and can qualify 
under the standards we have set. It has been the policy and is 
the constant aim of the Institute to serve its members and the 
profession at large in so efficient and helpful a manner as amply 
to justify its existence and, as a consequence, to attract members. 
Demonstration of this policy is seen in the creation of the endow- 
ment and the foundation—now upwards of $250,000—by means 
of which our library and bureau of information have been 
brought into existence and are enabled to function; in the pub- 
lication of THE JOURNAL OF ACCOUNTANCY, a magazine which 
stands high in the field of technical literature; in codperation 
with the banking fraternity in a mutual endeavor to determine 
the respective responsibilities of banker and accountant in their 
related functions in credit extension based on financial state- 
ments; in the activities of our various boards and committees, 
each having as its aim the rendering of some valid and practical 
service to the profession. 

Moreover, we have not sought to make admission to member- 
ship easy through a lowering of the qualifying standards, for we 
do not believe that a lowering of standards will attract men 
who have a pride in their calling. From conversing with men 
who have tried and tried again to qualify under the Institute’s 
examinations, it is my conviction that the very difficulties en- 
countered have added to the value of the membership sought 
and have thus spurred on, rather than discouraged, those seeking 
admission. 

At each of the regional meetings held within the past year 
I have taken occasion to draw attention to the valuable service 
rendered to our members by the library and the bureau of 
information. The growth of this service is noteworthy, and 
yet much greater use could be made of these facilities by our 
members. A new development of this branch of our activities 
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was approved at the semi-annual meeting of the council in 
April last, in the acceptance of the recommendation of the com- 
mittee on administration of endowment that a bureau of 
research be established. The committee has not sufficiently 
matured its plans to announce them at this time. 

It is, perhaps, not realized by our members how much work 
devolves upon our committees. You will appreciate that the 
Institute renders its service largely through the instrumentality 
of these bodies. Their reports, which in due time will be sub- 
mitted in the year book for your information and consideration, 
make manifest, in part, how much time and thought have been 
devoted to the allotted tasks. I urge you, therefore, to study 
each report carefully; in no other way will you gain so compre- 
hensive a view of what the Institute is doing to advance our 
common aims. 

I am impressed with the obligation we are under to these 
committee-men for their unselfish labors in our behalf. Presi- 
dent Roosevelt once said: 

“Every man owes some of his time to the upbuilding of the profession 
to which he belongs.” 
Surely we have a demonstration by our own members of their 
willingness to discharge this debt. 

It is my sad duty to record the death of our esteemed friend, 
Frederick A. Ross, a vice-president of this Institute. In the 
passing on of his kindly presence the Institute loses one whose 
devoted interest and ripe judgment will be sorely missed. I 
know you join with me in extending our sincere sympathy to 
the members of his family and to his business associates. 

The experience of the past year makes me still more con- 
scious of the responsibility which devolves upon the president 
of this Institute. The burden of this responsibility has been 
generously shared by the executive committee, whose aid I 
gratefully acknowledge. Moreover, I welcome this opportunity 
of expressing my appreciation of the constant, efficient and 
loyal support which I have received from our secretary and his 
staff. With such codperation by committees and staff, with so 
many manifestations of friendship from the membership at 
large, my official labors, though time-consuming and arduous, 
have been full of enjoyment and compensating experiences. I 
sincerely hope they have been of service to the Institute. 
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Regulation of Accountancy by Law* 
By P. W. R. GLoveR 


The more important phase of regulation of accountancy by law 
is that type which would restrict public practice to those who have 
met certain tests as to character and have passed specified exam- 
inations aimed to establish minimum standards of academic and 
professional requirements. 

The only other kind of regulation is non-restrictive in effect, 
and, as this method is well understood by all, owing to its general 
use during many years, it would seem unnecessary to do more 
than give a brief description of its objects. Non-restrictive regu- 
lation merely provides a definite professional status to those ap- 
proved by the authorities, the successful candidate being granted 
a title or degree such as that of certified public accountant in the 
United States and of chartered accountant throughout the Brit- 
ish empire, but does not prohibit public practice by those who 
are unwilling to submit themselves to an official test of their 
qualifications or who have failed to pass the required exam- 
inations. 

I shall, consequently, limit my remarks to the question of regu- 
lating by law the public practice of the accountant himself. Ido 
not intend to deal with such matters as legislation favoring the 
right of privileged communications between the accountant and 
his clients, nor to comment upon the desirability, or otherwise, 
of the various states passing laws to make it mandatory upon a 
corporation, chartered by any given state, to have its accounts 
audited periodically by a certified public accountant of that state. 

In approaching the subject from the restrictive viewpoint, one 
is apt to question why a few practising accountants are willing to 
devote considerable time, year in and year out, to a matter that 
on the surface appears to be more or less foreign to the real inter- 
ests of the professional accountant and to the practice of public 
accountancy. 

I am not quite sure why I have been asked to prepare this paper 
for the annual meeting, as I had felt that, with the very recent 
expressions on the matter by two eminent practitioners from my 
own state, the Institute might have desired to hear from some 
other part of the country. Perhaps, however, in view of the long 


* Address delivered at the annual meeting of the American Institute of Accountants, Atlantic 
City, New Jersey, September 21, 1926. 
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struggle we have made in New York over a period of many years 
to secure some sort of accountancy regulation, you may feel that 
the situation there presents a more acute problem than is to be 
found in any other state and, consequently, it may be hoped that 
my views based on these experiences may be helpful in solving 
similar problems elsewhere. I shall, therefore, during the time at 
my disposal, try to impress upon each of you the vital necessity 
of taking an interest in legislation affecting public practice. 

For years the subject matter has been known under the some- 
what ominous title of “restrictive legislation’, a term that does 
not generally appeal to the liberty-loving, free and independent 
American citizen. Restriction, or lack of freedom, is directly 
antagonistic to the principles upon which our great country is 
founded, so it is pleasing to note the more frequent use in recent 
months of the softer terms, “regulatory” for “restrictive’’ and 
“regulation” for “restriction.” 

I have sometimes wondered if the demand for regulation of 
accountancy by law, which I believe to have sprung from the 
ranks of the profession itself, was not, in part, agitated by certain 
proponents through some selfish motive in the belief that the con- 
trol of the certified and the uncertified accountant in the state 
would inure to the financial benefit of the certified man. Per- 
haps it is the hope of a few individual practitioners in the state 
that, by regulation, the large firms (organizations which I have 
heard designated by a certain group of uncertified accountants in 
my own state as “‘chain-store accountants’’) would become dis- 
integrated, to the ultimate profit of the local accountant. It may 
be that some accountants are more interested in politics than in 
accountancy and hope, through their activities in legislation, to 
control the profession in their states and thus obtain some prom- 
inence in the public eye. The application of a little thought 
upon and some inquiry into the whole subject of accountancy 
legislation will, I think, disabuse the minds of such advocates of 
the expectation of enlarging their own clientele in this way. 

. Regulation by itself will produce neither new clients nor effi- 

cient accountants. Some of us may feel that we are entitled to 
more recognition by business men than we have yet received. 
Such can come only when the accountant, with a broad education 
and adequate technical training, by force of character impresses 
upon his fellow citizens that he is an essential factor in the com- 
munity, and through his conduct proves himself worthy of taking 
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his place upon an equal footing with the older professions. The 
fact that each state in the union has passed its own law prescribing 
examinations for the C. P. A. certificate indicates that, within a 
comparatively short time, the only public accountant in the 
United States will be the certified public accountant, but his pres- 
tige will only increase in such measure as the united effort of the 
profession makes itself felt upon the financial and business world. 

Have we any precedent for regulatory legislation to go upon? 
Is there sufficient public need and demand for regulation of ac- 
countancy by law to warrant the use of the police power of the 
states in its enforcement? Will regulatory legislation increase or 
impair our usefulness to our clients? Will regulatory legislation 
raise or reduce the standard of public practice of the average 
practitioner? These are a few of the questions to be considered 
and answered satisfactorily if the profession is to emerge virile and 
unharmed from the legislative programmes that are to be our 
problems during the coming years. 

Let us look for a moment outside the environs of the United 
States. Colonel Montgomery delivered an address entitled “‘Leg- 
islation for the profession,” at the International Accountants’ 
Congress, held at Amsterdam, Holland, last July. This paper 
should be read by every accountant, together with a rebuttal of 
certain arguments therein by Homer S. Pace, in the August num- 
ber of The Pace Student. Copies of Colonel Montgomery’s paper 
may be seen at the offices of the American Institute of Account- 
ants. Colonel Montgomery reviewed, in a general way, the 
practitioner’s experiences in accountancy legislation in the Argen- 
tine Republic, Australia, Austria, Belgium, British India, China, 
Denmark, France, Great Britain, Italy, Japan, the Netherlands, 
New Zealand, Norway, Queensland, Roumania, Spain, Sweden, 
the Transvaal, Turkey and the United States. 

While desultory attempts have been made to pass restrictive 
laws in a few countries, no outstanding success seems to have 
attended such efforts, and there does not appear to be any prece- 
dent by which it may be claimed that regulation of accountancy 
by law is the cure-all for the ills of the profession. In Great 
Britain, for instance, it was found that restriction of public 
practice to a given class would produce such a lowering of the 
standing of the leading societies, owing to the necessity of includ- 
ing all the uncertified accountants who were in practice at the 
time, that the attempt was given up. 
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In the United States, we find that the American Institute of 
Accountants up to this time has withheld its official approval of 
the idea of regulation of accountancy by law. On the other hand, 
many certified public accountants have supported restrictive 
legislation on the so-called two-class basis or, in other words, 
that basis which permits the uncertified accountant in practice 
when the law is enacted to continue as a public accountant, but 
does not permit uncertified men to commence business thereafter, 
requiring all new public accountants to be certified. 

In the state of New York, during the last few years, legislation 
has been proposed which aimed to restrict practice to certified 
public accountants alone. Obviously, such legislation could not 
be obtained without issuing C. P. A. certificates by waiver to all 
uncertified accountants in practice. The New York State Society 
of Certified Public Accountants supported such legislation for the 
two years 1924 and 1925, but its support was not altogether 
wholehearted, much of it being reluctantly given with the thought 
of making the best of a bad proposition and getting through with 
it. Fortunately, with the failure of the proposed 1925 law, the 
certified public accountants of New York, together with many of 
the leading uncertified accountants of that state, realized that 
restriction of practice to certified public accountants necessitated 
the inclusion within the C. P. A. fold of thousands of public ac- 
countants who could not measure up to a reasonable average 
C. P. A. standard, and that the resulting dilution of the account- 
ancy ranks in New York would break down for a generation, if 
not longer, the present high standard which has been gradually 
built up and improved over a period of thirty years. I am satis- 
fied that the C. P. A.’s of New York would bitterly fight, either 
now or in the future, any legislation which proposed reopening the 
waiver clause, a calamity we in New York hope to avoid. 

I am, therefore, taking it for granted that the profession would 
not now seriously consider the regulation of accountancy by law 
upon a one-class basis, such as has been proposed and defeated 
three times in the state of New York. For the purpose of this 
paper I am assuming that the only type of regulation which would 
be supported by the certified public accountants throughout the 
country at any future time would be that known as the two-class 
basis. Let us hope that in the final working out of this legislation 
our usefulness to our clients and the public will be left unimpaired 
and that the profession will escape the wave of prohibitory 


247 


The Journal of Accountancy 


legislation which has been for several years sweeping the 
country. 

It is claimed by the enthusiasts for restrictive legislation that 
we should abandon the non-restrictive type and that each state 
should regulate accountancy by laws similar to those now con- 
trolling such professions as law, medicine, dentistry, engineering, 
etc. Many accept the principle of individual state regulation, 
but I fear they overlook our experiences in state control of other 
matters. For example, it can not be claimed that the divorce 
situation here, with a different standard of law in each state, has 
resulted in improving the condition of home life. Again, the 
lack of uniform procedure and coéperation between states in the 
enforcement of penal laws has made it difficult to stem the rising 
tide of crime. 

The legal profession has been regulated by law from time im- 
memorial. Medicine, dentistry and engineering must necessarily 
be so regulated, because those professions touch the life of each 
individual in the country, from the standpoint of health, sanita- 
tion or public safety. No such urgent necessity arises in the case 
of public accountancy. It is probably true that credit associa- 
tions would like to see regulation of accountancy by law, but, after 
all, they represent a restricted number. It may be argued that 
the accountant in his work comes in contact with the general 
public indirectly; nevertheless, such contacts may be better 
appreciated when the statement is made that accountancy is 
mainly a natural outgrowth which is correlated with the ex- 
pansion of business in its corporate form. 

Accountancy in the United States, like all other new activities, 
has grown from a small beginning. In the eighties of the last 
century, there were few, if any, types of the public accountant 
such as we recognize at the present time, and there was none of 
the large organizations of accountants which we have today. 
As the small businesses of the country have grown, merged, and 
become parts of organizations, doing a national and an inter- 
national business, so the accountants have grouped themselves 
together in an endeavor to cope efficiently with the problems of 
their clients. Thus, we now have firms of accountants with 
many partners, some with employees numbering in the hundreds, 
and with branch offices in almost every state in the union. Again, 
much valuable work is done by the accountant practising alone. 
He has a local reputation and maintains a personal contact with 
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his clients. He is to be found in every city and town in the 
country. 

Regulation of accountancy by law would, I believe, interfere 
considerably with the progress of the young, independent practi- 
tioner, who has reasonable ambitions of doing more than a local 
business. With his practice developing outside his own state, as 
it will, he would find difficulty in securing a foothold in those 
states having restrictive laws. At the time of the passage of a 
regulatory law in any state other than his own, he would be a 
non-resident and would not have an office within such state, 
whereas the larger firms now have offices in the more important 
states, and usually have a partner holding a certificate, enabling 
these firms to qualify under the new restriction. 

Certain’ matters have to be borne in mind by the resident ac- 
countant in a state where regulatory legislation is being proposed. 
In the first place, he should consider the effect of such restrictive 
legislation upon accountants in other states and should endeavor 
to estimate what their reaction would be upon the enactment of 
the law. The non-resident accountant is much concerned with 
the question of reciprocity when a state passes a restrictive law, 
and also with that part of the law which deals with the work of an 
accountant temporarily within its borders. 

Within the last few years, seven states have passed restrictive 
laws. Two, those of Oklahoma and Illinois, have been declared 
unconstitutional. The states that have sustained the restrictive 
law are Maryland, Tennessee, Michigan, North Carolina and 
Louisiana, and all are on a two-class basis. 

I do not intend to burden you with too much detail regarding 
the administration of those provisions relating to reciprocity and 
the right of the non-resident accountant to perform temporary 
work within the restricted states. I shall, therefore, limit myself 
to giving one or two examples of the present administration of 
those provisions. 

The Michigan and North Carolina laws give the state boards 
discretion in the issuance of C. P. A. certificates to accountants 
from other states or countries holding valid and unrevoked 
C. P. A. certificates or their equivalent, issued by or under the 
authority of another governing body, provided, however, that, in 
the judgment of these state boards, the requirements for the issu- 
ing or granting of such certificates or degrees are substantially 
equivalent to their own requirements. 
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Such discretionary powers would appear to provide the op- 
portunity for the young C. P. A. to obtain the right to practise 
within Michigan and North Carolina. I know that the New 
York state C. P. A. can secure a Michigan C. P. A. certificate 
without examination and, conversely, the Michigan man may 
obtain the New York degree, because a reciprocal agreement 
exists between these states. In the case of North Carolina, I am 
reliably informed that its board of examiners will not issue a 
North Carolina C. P. A. certificate to a holder of a New York 
C. P. A. certificate, despite the fact that the North Carolina law 
merely limits the judgment of its board to the question as to 
whether or not other state requirements are equivalent to those 
of North Carolina. I understand the reason given on the part 
of North Carolina is that no reciprocal relations have yet been 
established with New York, though such an arrangement is not 
required under the North Carolina law. I do not wish to place 
the entire blame for this situation upon North Carolina, as I 
know that my own state of New York has not yet found it ex- 
pedient to enter into many reciprocal agreements with other states. 

Further, at the present time, a New York state C. P. A. can 
secure, under certain conditions, a reciprocal C. P. A. certificate 
from California. California has established reciprocal relations 
with North Carolina and Texas, but New York has not done so. 
However, a New York C. P. A., notwithstanding his holding a 
reciprocal California certificate, would not be granted a reciprocal 
certificate in either North Carolina or Texas, because New York 
state has not established direct reciprocal relations with either of 
these states. We have the curious situation, therefore, of New 
York and California agreeing that their standards are equivalent; 
California coming to a similar agreement with North Carolina 
and Texas, and New York unable, as yet, to reach an understand- 
ing on reciprocity with those two states. 

The powers of the state board of Louisiana are discretionary in 
regard to reciprocity, provided similar privileges are extended by 
other states. 

The Tennessee board must waive examination, provided, in its 
judgment, equivalent standards are required by the state of the 
outside applicant, and further provided that similar privileges are 
granted by such state to TennesseeC.P.A.’s However, theappli- 
cant from a foreign country does not appear to be burdened by 
the necessity of a reciprocal agreement existing between Tennessee 
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and his native country, which seems rather hard on the American 
citizen. 

In Maryland the outside accountant, whether foreign or domes- 
tic, holding a certificate which in the judgment of that state board 
is equivalent to the standard of the Maryland certificate, can not 
obtain such certificate unless the state or nation granting his 
certificate has established reciprocal relations with Maryland. 

Turning to a consideration of the position of the non-resident 
accountant who has to do temporary work within the restricted 
states, we find specific permission in the laws of Michigan and 
Maryland. The Louisiana law appears to be silent on this phase 
of regulation. In Tennessee the outside accountant, upon a 
temporary engagement within that state, must register with the 
board and disclose to it the particulars of his engagement. In 
North Carolina the outside accountant coming in there must 
register and pay a registration fee. It occurs to me as doubtful 
whether Tennessee and North Carolina will be able to enforce 
such registration, as long as the outside accountant’s assignment 
within these states is for a client who is not a resident and pro- 
vided such accountant does not hold himself out as a C. P. A. or 
as a public accountant. 

It would, therefore, seem obvious that legislation for the 
accounting profession is very much in its experimental stage, and 
it behooves us to give serious and careful consideration to the 
subject before we are committed to a policy that might be 
disorganizing to public practice. 

From an examination of the five restrictive laws referred to, 
those of Maryland and Michigan appear to be well drawn, but I 
submit that the two-class basis of regulation, as at present ad- 
ministered, is not yet a solution of our difficulties. The principle 
of regulating accountancy by law in forty-eight different states, 
with forty-eight different types of law and administration 
thereof, based upon present experience would not give us the kind 
of regulation I believe we desire. 

One is, therefore, forcéd to the conclusion that regulation by 
states, as depicted above, is not altogether desirable unless free 
reciprocity for the C. P. A. in interstate business goes with it. 
By free reciprocity I mean that if the holder of a C. P. A. certifi- 
cate finds it necessary to carry out assignments as a certified 
public accountant within another state, he should receive by 
courtesy an equivalent certificate from such state without the 
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necessity of taking further examinations, or that the restrictive 
laws should be so amended as to permit him to practise as a 
C. P. A. in states other than his own. 

Such reciprocity would, I believe, be welcomed by accountants 
throughout the country, but it would be hard to obtain, owing to 
the local prejudice and shortsightedness of the accountant him- 
self and the further necessity of securing full codperation between 
the educational departments in the various states. State pride 
in professional standards is hard to sweep aside, but it does not 
seem that our difficulties will be insurmountable if we approach 
the task from a generous viewpoint, in codperation with state 
authorities. 

At this convention we accountants meet together in a friendly 
way. Biased opinions are laid aside in a meeting of this kind and 
those gathered here look upon such questions from a national, 
rather than from a sectional, viewpoint. 

If we look over the borders to the north of us, we find that in 
Canada each province holds its independent examination for the 
degree of chartered accountant. The Canadian C. A. may, how- 
ever, conduct his practice as such in any province throughout 
the dominion. Surely, we in the United States can be modest 
enough to take a lesson in reciprocity from our northern 
friends. 

In presenting the foregoing I wish to give my present views on 
the subject, even at the risk of repeating in part what I have 
already said. I believe that with free reciprocity legislation for 
the profession would be a desirable thing and would result in 
uniform and improved standards of practice throughout the 
country. I think this policy can only be generally adopted by 
the various states over a period of years and at such time as 
standards of academic 2nd professional requirements become more 
uniform than they now are. For that reason, I deprecate pushing 
ahead with the programme of legislation without calculating the 
effect of each step. We must not leap in the dark. I think the 
older, and perhaps more advanced, states should mark time until 
the newer states fall in line with higher standards than in some 
cases now exist. I believe that many of our state requirements 
are more nearly equivalent than the reciprocal agreements now in 
force would indicate, and I suggest that the boards of accountancy 
and educational departments of the states take up vigorously the 
question of broadening the present status of reciprocity. 
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In closing, I desire to place before you the following specific 
recommendations: 

(a) That state societies appoint representatives to confer with 
those of other states with the object of standardizing state 
academic and professional requirements. Owing to the im- 
practicability of representatives from all states meeting in one 
place, these conferences could be held by regional groups, such as 
the New England, southern, middle-western or western states; 

(b) That, when a plan of standardization has been agreed upon, 
it be submitted to the state boards of accountancy and educa- 
tional departments for their suggestion and approval, and that, 
upon an understanding being reached, these authorities be re- 
quested to codperate to the end that the necessary changes be 
made in the laws to give effect to the scheme of equivalent con- 
ditions and to provide for free reciprocity between those states 
adopting the amendments. 

If we attack the problem of regulation of accountancy by law 
in a coéperative spirit along the general lines I have indicated, may 
we not look forward in the coming years to a solution of the ques- 
tion which will meet with the approval of the profession at large? 


Accountants’ Certificates* 


By Henry B. FERNALD 


As a first step to the discussion of accountants’ certificates, let 
us consider what is meant by the term. We have the well known 
form which appears at the foot of financial statements or accompa- 
nies them, which begins, “‘We hereby certify."” We might well 
say that any reference to accountants’ certificates or certified 
statements should be limited to those cases where the accountant 
does carefully and deliberately sign his name to adeclared certifica- 
tion, wherein he uses some such words as “we certify.” 

It is undoubtedly a commendable practice for accountants 
carefully to limit the use of the words, but however careful they 
may be, the accountants’ certificate is liable to misconstruction. 
There are two important facts which we must recognize. One is 
that the accountant practically never presents a statement which 
he certifies to as being in al! respects correct as to its statement of 
values. The other is that regardless of the phrases which an 
accountant may use, any statement which bears the signature of 
a certified public accountant is popularly referred to as a certified 
statement. 

If we look to the dictionary for aid, we find that the Standard 
Dictionary defines ‘‘certificate’’ as ‘‘1. A documentary declara- 
tion regarding qualifications, service, conduct or other advanta- 
geous facts.... 2. Law. A writing so signed and authenti- 
cated as to be legal evidence. . . .”’ It defines “certify’’ as “‘to 
give certain knowledge or information of; to make evident; vouch 
for the truth of; attest. ... To make attestation either in 
writing or orally as to the truth or excellence of something. . . .”’ 

What is it that the accountant makes certain or vouches for? 
He can, of course, certify that a statement is ‘‘in accordance with 
the books.”’ Itis possible for him to determine absolutely whether 
or not each figure in the statement is in accordance with the fig- 
ures which are shown by the books. He may verify that the 
books do show accounts receivable in the exact amount which is 
shown by the statement. He does not, however, certify that 
every dollar of these accounts will be collected. He can, of course, 
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at some future date certify, if he will, that of a stated amount of 
accounts existing at a certain date so much has been collected and 
so much has not been collected, but as of the date of the balance- 
sheet he could not and is not supposed to certify to the future 
event. He may state that in his opinion the accounts are good 
and collectible but this is an expression of opinion and not a certi- 
fication of fact. Similarly, he may certify that plant and equip- 
ment accounts are shown on the books at the stated figure. This 
does not mean that he certifies that this is their actual value. He 
may certify that the books show the plant and equipment to have 
cost the stated amount, but it would only be under exceptional 
circumstances that he would attempt to verify that this was the 
actual cost of the plant and equipment at that date existing and 
in use in the business. He may even certify that the figure in- 
cluded in the statement is an appraisal made at a certain date. 
He may go so far as to state that in his opinion this is a fair valu- 
ation of the property but if he does this, it is the statement of an 
appraiser rather than the certificate of an accountant. An individ- 
ual accountant may possibly be the best man obtainable to pass 
on certain property values, but as soon as he starts to set forth 
his own opinions and judgments he leaves the field of accounting 
determination and enters the field of appraisal. It is, therefore, 
manifest that no matter how careful an accountant may try to be 
in withholding his certificate from any statements which he be- 
lieves are false and misleading, this does not mean that every 
statement to which he attaches his certificate carries his valuation 
and appraisal of all the assets. 
After all, the position of an accountant in certifying to state- 
ments seems to me to be in many respects similar to his position 
.as witness in court. He may be called to present figures as they 
appear in the books and records and he may encounter little dif- 
ficulty so long as he confines his testimony to the presentation of 
the exact book entries. But let the questioning once turn to his 
opinion of the correctness, the meaning or the propriety of entries 
or accounts, and the court will insist on his being duly qualified to 
give expert testimony on these questions and will draw a careful 
line between the facts to which he can testify from personal 
knowledge and the opinions which he may express as a qualified 
expert. Nothing will more promptly discredit his testimony than 
a confusion of fact and opinion. Furthermore, even if he be duly 
qualified to testify as an expert accountant regarding the correct- 
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ness, the meaning or the propriety of entries and accounts, he will 
not be permitted to express his opinion as to values unless he can 
show special qualifications and experience or definite personal 
knowledge which would make his evidence admissible. Must 
we not recognize these same distinctions as applicable to our 
certifications? 

This does not, however, meet the second fact that we must 
face: viz., that whether or not the accountant couples his state- 
ments with the phrase “we certify,’’ any statement which carries 
the name of a certified public accountant is by many considered 
to be a certified statement. We have all seen accountants’ state- 
ments in which the accountant never even used the term “we 
certify’’ and in which he stated definite qualifications and even 
exceptions, received as certified statements and given a reliance 
which they were clearly never intended to receive. 

For the purpose of this discussion I shall therefore refer to 
accountants’ certificates as being the written declarations signed 
by accountants which set forth the nature of the financial 
statements they submit, and this regardless of whether the ex- 
pression “we certify”’ is or is not used therein. 

Your special committee on codperation with bankers is giving 
its careful consideration to the question of accountants’ certifi- 
cates used on statements for credit purposes and the standards of 
work performed by accountants before issuing such certificates. 
It is eminently desirable that we should have the best standard- 
ization possible for our work and our certificates. But however 
much we may recognize the desirability of standardization and 
however much we may hope to see more uniform standards 
ultimately adopted, we are today faced with a wide range of 
demands for services and for many different kinds of statements 
and certifications. The entire work of the practising accountant 
is not confined to statements for credit purposes. It is true that 
the accountant must always be on his guard to be sure that 
statements which were obtained and were intended for some other 
purpose are not improperly used as a basis for credit. But 
were he to refuse to give statements in any form other than that 
which a banker would wish to have before him as a basis for 
granting credit and were he to refuse to issue statements unless 
he could give a certificate such as would be acceptable for a credit 
statement, he would be unjust both to himself and to his clients, 
because there are many cases where statements are not desired 
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for credit purposes and the credit form is neither necessary nor 
most desirable. In issuing such statements and certificates 
the accountant must find his protection by making his certifi- 
cate so read that it will not be misleading and will not justify a 
misinterpretation of the statement. 

Even when we know that statements are intended to be used 
for banking or credit purposes, we can not always do the work 
and give the certificates which we would like to give. Sometimes 
this is the fault of the bankers, sometimes the fault of the clients. 
Sometimes it is the fault of no one, but is because of unusual condi- 
tions. For example, I have in mind a bond agreement which was 
so drawn that it required the company to furnish to the bankers 
“prior to the delivery of the bonds and stock” a certificate as to 
the financial condition of the company “at the time of the de- 
livery’’ of the shares and stock to the bankers. This was no 
clerical error in drafting the contract, but the bankers insisted 
that the certificate as to the condition of the company on the 
very day they took the bonds should be in their hands that 
day. The only thing we could do was to agree with them 
as to the form of certificate we would give, which needless to say 
was very far from the standard certificate recommended for credit 
statements. Our certificate was, of course, distinctly qualified 
and the bankers fully recognized the qualifications we made, yet 
the certificate gave them something which they wanted as a 
reasonable assurance that there had been no material change in 
the financial condition of the company between the date of the 
prior balance-sheet which they had and the date when they paid 
over several million dollars to the company. This was an 
unusual demand which could not be met on standard lines, and 
yet I believe we would have failed to render a service both to 
the bankers and to our clients if we had failed to give them 
such assurance as we could give them under these conditions. 

Of course, if there had been an attempted misuse of. this cer- 
tificate and it had come into the hands of one wholly unacquainted 
with the circumstances under which it was issued, he would 
rightly have felt that it represented an unsatisfactory certifica- 
tion for credit purposes and he might have felt that we were 
subject to criticism for issuing it. I know of no way in which an 
accountant engaged in a varying practice can fully protect himself 
against such criticism, any more than he can fully protect himself 
against the mutilation of a report or the incomplete publication of 
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areport. Weseem powerless to prevent bankers from publishing 
statements ascribed to certified public accountants but omitting 
their certificates and any qualifications which they may have 
made. We, of course, each, have our remedy of refusing again to 
serve one whom we feel we can not trust, but this will not wholly 
prevent a possible misuse of our statements. 

Another feature which is often very unsatisfactory to us is the 
question as to the amount of information given in the balance- 
sheet. I remember one time laboring earnestly with a client to 
convince him that a statement which grouped in a single item 
accounts receivable, inventories, and prepaid charges did not 
give the proper information which a banker would want, only 
to have him tell me finally that since we had begun our audit 
he had taken his statement in that form to the bank, uncertified, 
and borrowed all he needed on it, so he did not care penance 
whether we certified to it or not. 

It is hard for the accountant to say how much detail must be 
given in a published statement. If the statement is wrong he 
has clear groun’ ‘or refusing to certify to it. If, however, the 
statement itself ‘s right, is he justified in refusing to sign it 
merely because he feels that greater detail should be given? Our 
position is, of course, quite different if we are employed by a 
banker and asked to render to him a report giving him the in- 
formation which we think he should have. We can not then, in 
justice to him, curtail any information which we think should come 
before him. But this is not the accountants’ position when we are 
employed by a company which asks us to certify to a state- 
ment which it proposes to make public. It is the company, not 
ourselves, that will issue the statement. We can not insist on 
divulging facts which our client is unwilling to have known. 
Except as we may be able by our personal influence to get a 
company to publish the form of statement we think most proper, 
we are forced to a decision of whether we will certify to the 
statement the company desires or whether we will refuse to 
render our certificate. Sometimes we are forced to recognize 
that we would be doing the stockholders of the company a 
greater injustice by a refusal of our certificate, with a consequent 
inference by many that there was something radically wrong 
in the statement published, than we would in certifying to it 
even though it were subject to the criticism of giving inadequate 
information to the stockh olders. 
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We all have a natural pride in having our names attached to 
reports which win general commendation as being models for 
corporate statements, but we can not hope ourselves to dictate 
the form of statement that each corporation must present unless 
we can get the adoption of the English system, whereby the 
accountant is duly appointed as representing the stockholders 
and renders his report directly to them. 

In addition to the special cases where for one reason or an- 
other we are not able to follow the standards we would like to in 
certificates for credit or certificates for publication, accountants 
have a large demand for statements which are never intended 
to be published in any way. There is the case of the lengthy 
report made to officers, managers or stockholders of the company 
who are concerned not with technicalities of a certified balance- 
sheet, but desire our summary and discussion of its accounts and 
affairs. To those who receive the report the form of certificate 
is of little interest. They are interested in our narrative com- 
ments. At the same time we must, for our own protection, 
make our certificate such that the report wil! ‘ot be subject to 
misinterpretation if attempt should be made t.. use it for credit 
purposes. I have here in mind a company which for many years 
has used a form of statement which personally I think might 
be materially improved. Yet it is useless to try to convince the 
owners of this business, some of whom are aged men, that they 
should change the form of statements to which they have been 
long accustomed. They receive and welcome our comments and 
any criticisms and explanations regarding the various items, 
but they hold, perhaps rightly, that any change in form and 
presentation of balance-sheet and profit-and-loss statements 
would rob them of the comparison with prior statements which 
they desire. Moreover, they have no intention at their age of 
starting in to study modern accounting methods. 

To illustrate the unusual nature of many of these reports and 
to make the illustrations actual rather than theoretical, I have 
been looking over a number of reports and note the following: 

1. Report on a privately owned corporation, which had no 

bank loans, in which receipts, disbursements and accounts 
receivable were examined in detail but, at the request of 
the client, no verification of the securities was made. 
Although the accounts receivable were verified they were 
not included among the assets on the balance-sheet. No 
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formal certificate was given but a 21-page report was 
submitted. 

2. Report showing liquidation of an old partnership and for- 
mation of a new. In so far as the accountant certifies to 
this statement it is as follows: 

“From the various tests and verifications made, it is our opinion that 


the books and accompanying statements properly set forth the operations 
for the year and the transactions in liquidation at the close thereof.” 


3. A consolidated balance-sheet, partly estimated, for a cor- 
poration having subsidiaries in various foreign countries, 
some at points not readily accessible, where a statement 
was demanded before final reports from abroad could be 
received. The certificate reads: 

“The above consolidated balance-sheet . . . has been prepared as to 
general office accounts on the basis of the accounts and records; as to other 
items the figures represent what appeared to be reasonable estimates based 
on the November reports and such other information as is available at the 
New York office. 

‘‘We believe the statement thus prepared fairly reflects the general con- 
dition of the . . . corporation and its subsidiaries substantially as it will 


be shown after complete information has been received and all entries up 
to December 31, 1925, have been made.” 


This statement and certificate were given after the account- 
ant had definitely pointed out that no certified balance- 
sheet could be available until some two months later when 
full reports had been received from abroad and the audit 
and verification had been completed. It is not ordinarily 
a desirable practice to give statements “‘ partly estimated”’ 
in this manner, and yet occasions arise where there seems 
to be a real demand for them and the accountant renders 
a legitimate and proper service in putting at the disposal 
of his clients and bankers or others who desire it his best 
abilities along this line. I do not think I have ever given 
such a statement without assuring myself that there 
were legitimate reasons for it and without assuring myself 
as far as I could that these conditions were fully under- 
stood by those to whom the statement was to go. I hope 
I have always succeeded in making the certification (if 
we may call it that) which accompanies the balance-sheet 
so definite that it could not be misconstrued. 


4. An estimate of the last quarter’s income was desired by the 
directors before full reports from foreign subsidiaries were 
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received. A statement of estimated consolidated income 
for the quarter was prepared. The certificate reads: 


‘We have reviewed the figures used in preparing the above statement of 
estimated consolidated income and in our opinion this statement represents 
a carefully prepared and fair estimate of the earnings for the period which 
may reasonably be expected to be shown by the books of the companies 
after complete information has been received (from foreign companies) 
and all entries up to December 31, 1925, have been made.’ 


5. A 60-page report on a New Jersey municipality, about one- 
half schedules and one-half comments, largely directed to 
meeting the requirements of the New Jersey commissioner 
of municipal accounts. 

6. Report on an examination of the New York office accounts, 
where the accountants brought into the statement ac- 
counts payable of over $300,000 which had not been 
entered on the books, but where they were required to 
record that entries relating to the operations of an out- 
of-town plant ‘‘are submitted to the New York office 
for recording but are not accompanied by sufficient detail 
to permit verification by us.’’ This is a very unsatisfac- 
tory statement to issue but there seems little danger that 
it could be improperly relied on. 

7. A sworn statement in Spanish to meet the requirements of 
foreign governmental authorities for a certified trial bal- 
ance of the books and a statement of assets and liabilities 
and of profit & loss and surplus which the accountant 
certifies ‘‘has been prepared from the books and accounts 
of the company.” 

8. A balance-sheet which was called for as preliminary to pro- 
posed financing, and, with the full knowledge and ap- 
proval both of corporation and of the bankers, presents a 
statement based on the New York books and on reports 
from foreign branches. The accountants state this basis 
in their certificate but add ‘“‘and according to the best of 
our information properly presents the financial condition 
of the corporation at that date.”” Any satisfactory audit 
and verification would have taken time which did not 
need to be lost in the preliminary steps of the considera- 
tion of possible financing. 

9. A rather unusual statement is a condensed income account 
for eight years past “in accordance with the federal in- 
come-tax returns.’’ The certificate shows clearly what 
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it is and I believe the statement would not be misleading 

to one who received it although he would promptly recog- 

nize that it was totally inadequate for a credit statement. 

10. In another case a condensed statement reads: 

“The above balance-sheet has been prepared from the accounts as kept 

in New York, which we have audited, and from the statements of .. . 
chartered accountants, covering the branch offices in China. The in- 
ventories of merchandise are stated as shown on the records without verifi- 


cation by us. We believe that the above balance-sheet fairly reflects the 
financial condition of . . . at December 31, 19—.” 


This concluding statement could be made because the in- 
ventories were not really material in amount. 
11. A report to a closely held corporation states: 
“These statements, which are in agreement with your books, show your 
financial condition at December 31, 1924, and the results of your operations 


for the year ended on that date, subject to our comments which follow the 
statements and are a part of this report.” 


I realize that this is a type of certificate and report to which 
bankers distinctly object. One banker told me they 
objected to this kind of report because it made it necessary 
for them to read the entire report so as to reach their own 
conclusions with regard to it, whereas what they wished 
was a simple statement in which the accountant would 
take full responsibility for the figures. This banker's 
attitude is perhaps warranted as to certificates and state- 
ments which are intended as a basis for credit purposes. 
But is the accountant called on to insist that he will never 
give any reports which do not conform entirely to the 
banker’s standpoint? In this case the stockholders were 
all actively engaged in the business. They wanted their 
own particular form of statement. They did not look to 
the accountant in any way to pass upon the values of 
assets. They were interested in knowing what, if any, 
exceptions were found to the accounts as the company 
prepared them. They did not want a restatement of the 
accounts to conform to the opinions of outsiders. As far 
as I know, the statement was not intended for credit 
purposes. If a banker accepts and extends credit on 
such a statement, is it reasonable then for him later to 
criticize it because he was either unwilling to read the 
report he received or disinclined to insist on the form of 
report and certificate which he felt should really be given? 
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12. A statement of annual rentals based on leases in effect at 
acertain date. The accountants certify to the total rentals 
called for by the leases, but figures of area and rent per 
square foot are stated as supplied to them but “without 
verification or check by us.” 

We might continue to multiply the instances in which the 
accountant is called on for statements and some form of certifi- 
cation wholly different from what is involved in statements for 
credit. Therefore, whatever standardization may be brought 
about in credit statements, we shall still have the need for writing 
certifications to deal with special conditions. 

It will be an undoubted relief if we can have general adoption 
of the requirements of the Federal Reserve Bulletin as a basis for 
balance-sheet audits and certificates. How long it may be before 
such a standard can become general would seem to depend largely 
on how long it will be before bankers will be unwilling to extend 
credit on any statement which does not conform to this standard. 
So long as bankers are ready to extend credit on uncertified state- 
ments or on statements with distinctly qualified certifications, 
many of our clients will feel it is entirely unnecessary for them to 
pay the expense of full verification when bankers by their atti- 
tude seem to feel such full verification is entirely unnecessary. 

Perhaps there is no feature of an accountant’s work which is 
more important from his own financial standpoint than is a good 
standing with banks and other financial interests. From this 
standpoint, therefore, perhaps this is the most important con- 
sideration. From the moral standpoint, however, he has proba- 
bly a greater responsibility as to his statements to stockholders. 
The banker presumably, with the ability and resources at his com- 
mand, is able properly to read and interpret certificates and state- 
ments. The ordinary stockholder is notoriously unable to do so. 

Professor Ripley’s article on “Stop, Look and Listen” in the 
September Ailantic Monthly, I will assume every accountant has 
read. Whether or not we agree with his conclusions as to the 
work which the federal trade commission might do along this 
line and whether or not he is justified in brushing aside as he 
does the reasons urged by certain corporations for not furnishing 
to their stockholders full information, we must nevertheless 
agree that the accountant has placed upon him a particular 
responsibility as to any statement to stockholders which carries 
his certificate. 
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I wish I knew better how to draft reports and certifications 
which could not be misunderstood. One thing to contribute to 
that end, I believe, is the use of what may be termed the “long 
form” of certificate, rather than the “short form.” In the 
“long form” the accountant is able to give explanations which 
materially aid in the proper understanding of the statement. 
In the “‘short form” he is practically limited to a statement of 
his exceptions or qualifications, the technicalities of which stock- 
holders little understand. 

One of the best ways of meeting this situation seems to be 
with the explanatory statement such as has been adopted by 
various corporations, where under each item of assets or liabil- 
ities is given a statement as to what the account represents. 
This gives less ground for misunderstanding than any other 
form which seems to have been devised for presenting a state- 
ment to stockholders. For example, the statement of the Con- 
solidated Gas, Electric Light & Power Company of Baltimore 
gives, under the heading “fixed capital,’’ the following expla- 
nation: 


“(This represents the company’s cost of land, buildings, equipment, 
poles and fixtures, wires, cables, gas mains, gas and electric services, gas 
and electric meters, transformers, lamps, transportation equipment, shop 
equipment, storeroom equipment and all other property and miscellaneous 
equipment used in connection with the production, distribution and utili- 
zation of gas and electric energy. It also includes the cost of the twenty- 
story Lexington building and the two Lexington building annexes.)”’ 

As to the item “special deposits’’ it states: 


“(This represents money deposited with fiscal agents and trustees for 
the purpose of paying interest on long-term debt, dividends and sundry 
other obligations.)”’ 


As to “casualty and insurance reserve”’ it states: 


“(This is the reserve set aside to provide for liabilities arising because of 
loss or omece to property of others or of injuries to employes or other 
persons.)”’ 


To the usual form of audit certificate is added: 


“‘We believe the explanations given therein fairly present the nature and 
scope of the several accounts.” 


Not merely do I believe this is the best form of statement to 
be rendered to stockholders, but it is most satisfactory as a 
basis for discussion between the auditors and the company’s 
officials. We all know how often we have to raise questions as 
to whether or not it is proper to include items of a certain kind 
under some particular designation in the balance-sheet and how 
prone company officials are to make their own interpretations of 
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what they consider are mere words of broad generality. The 
descriptions such as are given above serve in themselves largely 
to settle these questions when they arise, but, more important, 
they give to every official a much clearer conception than he 
otherwise would have of what the various accounts are intended 
to be and prevent many of these difficult and embarrassing ques- 
tions ever arising. 

In preparation of this paper I have been reviewing a number 
of published reports and examining the certificates thereon. 

I find in the report of a prosperous company of which I am a 
stockholder the following certificate: 

“We hereby certify that the above is a consolidated statement of the 
assets and liabilities of . . . at the close of business February 28, 1926 as 
shown by our general report of audit dated April 3, 1926.” ‘“ 

This to me is a very unsatisfactory certificate. I wonder if the 
accountant refers to his report because it contains something 
which casts reflection on the accounts or whether it was simply 
an unwillingness on his part to place himself definitely on record as 
saying that “in his opinion it correctly presents the financial 
condition of the company.’” Whether or not bankers may want 
the statement of the accountant’s opinion, I think stockholders 
do. I think, in fact, stockholders give more for the declaration 
that in the accountant’s opinion the statements are correct than 
they do for the technicalities of his certification or presentation. 
I find another report which states: 

“The quantities and valuation of the inventory of finished and partly 
finished products, raw materials and supplies, nee by the company, 
have been certified to be correct by responsible officials. 

From a practical standpoint this means very little to me. It does 
mean something to me that the accountants in this case do cer- 
tify that the balance sheet ‘‘in our opinion, correctly presents the 
financial position of the company.” Of course, I as an account- 
ant appreciate that what the auditors mean to say is that they 
have accepted the inventory figures as stated to them and take 
no responsibility for their correctness. Would it not, however, 
be fairer to the ordinary stockholder if the statement were made 
in this form rather than in the form which the stockholder is apt 
to consider is the accountant’s certification of inventories? 

In contrast to the statement previously made, I would quote 
the following: 


“Inventories have been certified by responsible officials and we are 
satisfied that they are accurately and conservatively stated.” 
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This, of course, goes much further than the statement previously 
quoted. 

Another feature I note in reviewing these reports is that some 
are stated ‘‘subject to possible adjustment of final liability for 
federal taxes,’’ whereas others make no reference thereto. We 
can not assume that every company whose report is not so quali- 
fied has had final settlement of all its tax liabilities nor can we 
assume that the auditor by his silence is taking the responsibility 
of saying that he is satisfied that reserves have been set up suf- 
ficient to cover any possible liability along that line. Does it 
mean that the accountants only make reference to possible federal 
tax liability where they are closely enough in touch with the tax 
situation of that company so that they feel there is real danger of 
additional liability or where the federal government has already 
made some determination, tentative or otherwise, of such ad- 
ditional taxes. I must admit that I myself am somewhat at a 
loss to say what is the correct attitude of the accountant in regard 
to this matter. I know cases where preliminary findings of the 
department would indicate large additional taxes far in excess of 
any amount that I am sure the company will ever be required to 
pay. In other cases no demands have yet been made by the 
department, although personally I expect the department will 
make substantial additional demands. I can only reach my own 
conclusions, however, by such a study of each company’s tax 
situation as would be far beyond the scope of any ordinary audit. 
We all know that usually not until five years have elapsed can we 
feel that any year’s past taxes are finally settled. Should we on 
this account adopt a principle of qualifying every certificate we 
give or should we take the attitude that this is such a generally 
known condition that no qualification is required? 

As to this question of tax liabilities, I find the following inter- 
esting statement: 


“We have certified your provision for current federal tax liability, but 
have made no study of the reserves which you have established as sufficient 
to meet any tax adjustments applicable to prior years, since the corpora- 
tion has a special department to handle such federal tax matters.” 


This is from a report which Professor Ripley cites as a model. 
Another question arises as to inventories. I know a banker 
who insists that the accountant’s certificate should cover such a 
verification of inventories that the bank can rely upon their 
correctness in all particulars. Yet I know many a business in 
which I would personally be totally unqualified to pass upon the 
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character and value of goods on hand. Only an expert in that 
particular line could do it, and its cost would be practically pro- 
hibitive. At the same time, we must recognize that the banker 
is, after all, somewhat justified in wanting some better assurance 
regarding inventories than he usually receives. Is there any way 
for the accountant reasonably to give it to him? 

There is much more which might be said along these lines and 
I hope the discussion to follow will amplify and clarify some of the 
points I have raised and bring out others which I have had to omit. 

Before closing this paper I would mention the constructive 
action of the New York stock exchange in requiring that com- 
panies in listing securities must agree to publish their reports 
substantially in the form in which the listing statements are sub- 
mitted to the exchange. Sometimes, unfortunately, this has 
resulted in what I think is a less desirable form of statement than 
that which the company had previously been following because 
the stock exchange authorities have undoubtedly been working 
towards uniformity in type of information required. In some 
cases, this results in having the form of statement which goes to 
the exchange not as well adapted to the peculiar affairs of the par- 
ticular company as was the form of statement previously in use. 
Personally, I have found the stock-exchange authorities very 
ready to recognize such differences and accept a reasonable state- 
ment from the corporation even though it may differ substan- 
tially from what might be termed the standard listing form. If, 
however, this matter is not particularly raised, the company is 
apt to submit its statement in a standard form and then later 
find that it has committed itself to what is, after all, not the best 
form for it to use, but nevertheless it follows the line of least resist- 
ance and thereafter follows the newer form. In spite of this 
weakness which always exists in regard to standardized state- 
ments, there is no question that the stock exchange has accom- 
plished much by its action. It is needless to say that the right 
form of statement helps greatly to simplify the question of the 
accountant’s certificate. 

In this connection it may be interesting to note the form of 
certificate which the New York curb market suggests, which is 


as follows: 
“I have examined the minutes of all meetings of the stockholders and 
board of directors and have audited the books and accounts of the . . . 
Company and hereby certify that the accompanying balance-sheet, more 
fully shown in the detailed exhibits and schedules which are a part thereof, 
y represents the condition of the said company as at . . .” 
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A particular feature of accountants’ certificates under English 

and Canadian law is a statement to the effect that 

“‘ All my requirements as auditor have been complied with.” 
Under the corporation laws of these countries the auditor is in a 
position to state definite requirements and the stockholders are 
interested in knowing whether or not his requirements have been 
complied with. The nearest we can come to this under American 
law seems to be in using the phrase “in our opinion.” 

I need not here discuss the matter of accountants’ certificates 
to statements ‘‘after giving effect to proposed financing,”’ since 
this has been so well covered by the committee reports in the 1923 
Institute Year-book, page 167, and 1925 Year-book, page 190. I 
would, however, mention that definite recommendation by a com- 
mittee of the Institute seems to have had an excellent effect in 
providing a standard to be followed. I hope and believe that 
further progress along the line of standardization of certificates 
will result from the careful consideration which your committee 
on coéperation with bankers is giving to the matter of certifi- 
cates for credit statements. 

But the practising accountant is still left with the need of care- 
ful thought as to wording he will use in the many varying certifi- 
cates to which he must attach his name and a constant watch- 
fulness that he may, as well as may be, guard his own good name 
and reputation, avoid misleading those who receive his certificate 
and, at the same time, make the certified statement of some real 
value to the clients and to the public. 
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From Wickersham to Mellon* 
By Epwarp E. Gore 


In the spring of 1909, President Taft conceived the idea of 
imposing a tax upon the incomes of corporations as a source of 
revenue and as the opening of what he felt was a legitimate 
field of taxation. Under the constitution of the United States, as 
it stood at that time, an income tax as such could not lawfully 
be levied. President Taft was then, as now, a clever lawyer, 
and with the assistance of his attorney general he devised a tax 
which was in all essentials identical with an income tax levied 
against the incomes of corporations, but cleverly evaded the 
constitutional limitations by terming it an excise tax or a tax 
upon the privilege of doing business in the United States as 
corporations and using the income of the taxpayer as the unit by 
which the amount of the tax was measured. 

The attorney general of the United States at that time was 
George W. Wickersham, who had indicated high abilities as a 
lawyer previous to his taking office and who has since occupied an 
enviable position in his profession. 

In drafting the corporation-tax law of 1909 a course was 
followed quite unlike that which characterizes the consideration 
of tax laws at this time. There was then under consideration 
a tariff act upon which depended a considerable part of the 
revenues of the federal government. The corporation-tax law 
was made a part of the tariff act then under consideration. In 
drafting this act the attorney general apparently discharged the 
duty of draftsman. It has been stated that the attorney general 
was a lawyer of high standing. It has not been stated that he 
was then or has since become an accountant of either experience 
or ability. In consequence of his lack of knowledge of accounting 
principles and their application, the language of the corporation- 
tax law of 1909 was curiously out of accord with the methods of de- 
termining income then or since in use in the United States, or for 
that matter, anywhere. When the language of the act became 
known to the leading accountants of the country they were 
quick to call the attorney general’s attention to the fact that the 
income of a corporation was not, as the act implied, the difference 


* Address delivered at a regional meeting of the American Institute of Accountants, Cleve- 
land, Ohio, May 22, 1926. 
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between its cash received as income and its cash paid out for ex- 
penses. The attorney general, however, was perfectly serene and 
did not for a moment admit that his knowledge of what consti- 
tuted income could possibly be exceeded by that of any other 
person—accountant, banker, merchant or economist. He replied 
to the accountants that what they were talking about was not 
what he was talking about and that the act meant just what its 
terms implied. 

From the correspondence which transpired between the rep- 
resentatives of the American Association of Public Accountants 
and the attorney general on the subject of the language of the 1909 
corporation-tax law the accounting fraternity and the business 
community became convinced that the attorney general could 
easily be a much better lawyer than he was an accountant. 

After the act was passed and the business community began to 
recover from its stunned surprise, it was the privilege of the 
writer to be one of a delegation which called upon President Taft 
to seek from him assurance that no attempt to put the tax law into 
effect would be made until after the supreme court had had an 
opportunity to pass upon its constitutionality. President Taft 
received the delegation with great cordiality and even singled out 
one member thereof whom he called Bill and whom he reminded 
of some escapade at Yale where both were members of the same 
class. He made every member of the delegation feel that he was 
one of the best-natured men in the world, but he also made them 
understand that their mission was an idle one; that the law 
would be immediately put into effect and that in his opinion when 
the supreme court did pass upon the act it would hold it constitu- 
tional in every particular. Subsequent events proved the 
president to have had an excellent judgment of what the supreme 
court would do. The law was held constitutional and for some- 
thing like four years the corporations of the country were busy 
making up tax returns in the form required by the commissioner 
of internal revenue, but in arriving at the taxable income both the 
taxpayers and the commissioner of internal revenue utterly dis- 
regarded the peculiar ideas of the attorney general. The rate of 
taxation was one per cent. upon the net corporate income and the 
amount thereof was comparatively small. 

The business family was a happy one though protests might be 
heard here and there against the idea of the government collecting 
a tax upon corporate incomes, but the worst was yet to come. 
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President Taft and his administration had, figuratively speak- 
ing, tasted blood and they wanted more. The machinery of the 
government was set in motion to bring about an amendment to 
the constitution of the United States which would permit the 
federal government to levy a tax upon the incomes not only of 
corporations, but of individuals, partnerships, associations and 
every kind of business organization as well. The proposed 
amendment was submitted by congress to the states and the 
adoption by three-fourths of the states was accomplished on 
February 28, 1913. The date was one that has no doubt long 
remained in the memory of President Taft, since it marked the 
last important action of his administration. Four days later he 
was succeeded in the presidency by Woodrow Wilson, who, owing 
to certain differences which had arisen between President Taft 
and Theodore Roosevelt, had been elected to the presidency by 
the largest plurality that had at that time been recorded in a 
presidential campaign. 

The policy of imposing a tax upon the incomes of individuals 
and business organizations was one that had the hearty support of 
President Wilson. The democratic party, of which he was the 
head, had long been of the opinion that some means should be 
devised by which wealthy men and wealthy corporations should 
be made to pay in taxes an amount proportionate to their wealth. 
Almost immediately after President Wilson took office the ways 
and means committee of congress began to busy itself with the 
preparation of a new tariff law more in accord with the policies of 
the democratic party than the act which had been passed during 
President Taft’s administration in 1909, and also decided to 
give immediate attention to the enactment of an income-tax 
law such as the new constitutional amendment had made 
possible. 

For the purpose of drafting a satisfactory income-tax law 
Congressman Cordell Hull of Tennessee was made chairman of a 
sub-committee of the ways and means committee. At about this 
time the American Association of Public Accountants took 
cognizance of the pending changes in income-tax legislation and 
instructed its committee on federal legislation to confer with 
Congressman Hull for the purpose principally of securing the 
right to corporations to render their income-tax returns upon a 
fiscal-year basis instead of the arbitrary basis of December 
thirty-first, as provided in the 1909 law. 


271 


The Journal of Accountancy 


The committee on federal legislation was then composed of 
Arthur Young, chairman, George O. May and the writer of these 
chronicles. The committee was received by Judge Hull at his 
apartment and was promptly advised that he knew nothing 
about incomes or income-tax laws and was a sincere seeker after 
information. As the senior members of the committee had been 
trained in Great Britain, they were able capably to advise the 
congressman concerning the British income-tax laws and their 
administration. The third member of the committee indicated 
his domestic origin so plainly by his accent and certain other 
peculiarities that he was not expected to know anything. At this 
conference there was present a member of congress from the state 
of Washington, who held what may be called advanced ideas on 
economic subjects. At least they were in an advanced state of 
decomposition. He rather vehemently insisted that interest paid 
should not be deductible from gross income but his voice sank to 
a whisper when he was reminded that the enterprises of his own 
state were operating on borrowed money and would be the chief 
sufferers if his idea should prevail. 

The impressions of the committee were that Congressman Hull, 
a kindly, courteous and unassuming gentleman, was desirous of 
framing an income-tax law that would be creditable to him and to 
his party and was ready to accept any suggestion that would help 
to produce that result. His parting request was that the com- 
mittee itself frame an income-tax law which would indicate its 
ideas and which he could use as a framework around which to 
build the act which would be finally enacted. This the committee 
did, and a few scattered fragments of its language are to be found 
in the respectable parts of the act of 1913 and of each of the suc- 
ceeding revenue acts, but in the main congress itself constructed 
and should be held responsible for the 1913 law, with its crudities 
and absurdities. 

In September, 1916, an act was passed that introduced the 
novelty of rates graduated according to the amount of income, 
much to the disgust of poor people with incomes in excess of a 
million dollars, who were required to pay 13 per cent. thereof as 
income taxes. The 1916 act was introduced and enacted without 
much public discussion and created only a mild interest, but the 
business community sat up and took notice when the amendatory 
or supplemental act of March 3, 1917, came into being, for it 
introduced the first version of an excess-profits tax on the profits 
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of business enterprises. On the profits of corporations, partner- 
ships and sole traders, above the exempted sum of $5,000, a tax 
of 8 per cent. was imposed and paid with ominous growling. 
Perhaps, if Germany had been a trifle less obstreperous and more 
mindful of the national dignity of our country, the act of 1916, as 
amended in March, 1917, would have had a longer and more 
glorious career. But with the declaration of war there came the 
need of tremendous revenues resulting in the passage of the act of 
October 3, 1917, imposing income taxes, excess-profits taxes, 
estate taxes, excise taxes and stamp taxes in a bewildering 
variety and at staggering rates. In the consideration of the act 
of October 3, 1917, the advice of leading members of the American 
Institute of Accountants was sought and to some extent was 
followed. In truth, most of the 1917 law that indicated scientific 
treatment in its drafting was the work of the accountants called in 
as advisors and consultants. 

Since all the returns for 1917 have not yet been audited—at 
least properly—it would serve no good purpose now to enter into 
a lengthy discussion of the provisions of the law under which they 
were made, particularly as most of this audience is utterly 
familiar with each word of the act. It is worth while to note, 
however, that the act of 1917 was responsible for the appearance 
of that charming dream book known as Regulations 41, the first- 
born child of the fruitful brain of the department. As light read- 
ing it was not a best seller, but to an accountant it contained more 
jokes than Joe Miller ever dreamed of. But they were sad jokes 
and provoked only mirthless laughter. Many a taxpayer and 
many an accountant cursed the day when congress authorized the 
commissioner to promulgate regulations or to exercise a misguided 
discretion. But we are doing too much honor to the act of 1917. 
As the preparations for war went on at an increasing pace, the 
need of still more revenue became apparent and congress begot the 
revenue law of 1918, which was christened before it was born, its 
birth being arranged as one of the leading events of the next year. 

On February 24, 1919, the revenue law of 1918 was passed, 
approved, and became effective. It was a great improvement 
on all acts that had preceded it and bore many evidences of the 
applied skill, learning and wisdom of the members of the Ameri- 
can Institute of Accountants who sat in with the committees of 
the house and senate while it was being framed. We have said 
that the new act was better than its predecessors—and it was— 
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but it afforded an opportunity for the issue of another edition of 
the commissioner’s Regulations, this time numbered 45, and was 
therefore not an undiluted blessing. 

The revenue law of 1918 made history for accountants. It 
grappled with the most complex questions involving the constituent 
parts of invested capital and the deductibility of countless 
items held by the taxpayer to be a proper charge against his 
operations, but held by the commissioner to be something else. 

It would require volumes to write the history of accountants’ 
adventures with the revenue law of 1918. Indeed the history is by 
no means complete, nor does it seem that it will be complete while 
the present generation lives. 

The granting of wide discretion to the commissioner of internal 
revenue and the authorization given him to prepare and enforce 
regulations soon indicated that it is unsafe to lodge too much 
authority with a public officer. The regulations promulgated 
by the commissioner, the rulings emitted from his office and the 
arbitrary positions assumed by his subordinates demanded that 
there be set up a superior authority not charged with the duty of 
collecting taxes, but charged solely with the duty of determining 
tax liability. This situation gave birth to the thought in the 
mind of one of the members of the Institute that a board of tax 
appeals should be created to sit in judgment upon the findings of 
the commissioner and the contentions of the taxpayer. A bill 
was therefore prepared, independent of the revenue law, creating 
such a board of tax appeals. This bill was exhibited to various 
taxpayers, all of whom pronounced it a desirable piece of legis- 
lation, and through the Ohio Manufacturers Association it was 
handed to Warren G. Harding, then senator from Ohio, for intro- 
duction. Senator Harding was first of all a man of party regular- 
ity. The leader of his party was Senator Boies Penrose of 
Pennsylvania and the proposed piece of legislation was immedi- 
ately submitted to him. He glanced over it and stated that it 
seemed to be of high importance and that he would be glad to take 
it home with him in order that he might study it more carefully. 
This was late in 1919 and immediately after returning to his 
home in Philadelphia Senator Penrose became ill and his illness 
continued for several months, finally terminating with his death 
in the summer of 1920. The original copy of the bill remained in 
the possession of Senator Penrose throughout his illness and was 
no doubt found among his papers after his death. 
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In the meantime, however, Warren G. Harding had been nom- 
inated for president of the United States. His senatorial activi- 
ties were over and immediately after his election in the fall of 1920 
agitation was begun for the enactment of a new revenue law. 
The member of the Institute who had prepared the bill for the 
board of tax appeals believed there was a possibility of securing 
consideration of a section of the new revenue law which would 
provide for the creation of a body of that kind. An effort was 
made to interest congress in the creation of a board of tax appeals. 
The effort was unsuccessful, due to the domination of legislation 
by the secretary of the treasury and his cohorts. Agitation, 
however, was started among commercial bodies and when the 
law of 1924 was under consideration the suggestion for the crea- 
tion of a board of tax appeals had been pushed so industriously 
and had met with so much favor in circles of great influence that 
the secretary of the treasury in a statement made by him to con- 
gress indicated the desirability of the creation of a board of tax 
appeals, but with the important difference that such board was to 
be a part of the organization of the treasury department at- 
tached to the office of the commissioner of internal revenue. The 
whole movement which had been forwarded by the business com- 
munity for the creation of a board of tax appeals rested upon the 
necessity of such board being independent of the treasury in 
order that it might be in position to exercise impartial judgment 
in the treatment of issues existing between the government and 
the taxpayer. An issue therefore at once arose between the 
proponents of a board of tax appeals as an independent body and 
the secretary of the treasury, who desired a board of tax appeals 
as additional machinery for the collection of taxes. The fight was 
taken before the ways and means committee of congress and 
was won there by the proponents of an independent board. It 
was not won, however, without a struggle and all the artifices and 
wiles of the representatives of the treasury department were used 
in an attempt to make the board of tax appeals a mere sideshow 
for the treasury department. It is exceedingly creditable to 
congress that it was not deceived by the representations of the 
treasury officers. The fairness and justice of the arguments of 
those who proposed an efficient board of tax appeals were admitted 
by the members of the ways and means committee and when their 
recommendation of a revenue bill was made to congress a provi- 
sion was found therein creating a board of tax appeals as an in- 
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dependent part of the executive branch of the government. 
The victory won before the ways and means committee was easily 
held in the senate, and the act of 1924, when it had been passed 
by both houses of congress and had received the approval of the 
president of the United States, contained the much desired provi- 
sion which its proponents believed would mark the beginning of 
the end of the arbitrary power exercised by the commissioner of 
internal revenue in his dealings with taxpayers. 

It is true that in the selection of appointees as members of the 
board of tax appeals President Coolidge followed strictly the 
recommendations made by the treasury department. Candidates 
for appointment to the board of tax appeals had their applications 
referred immediately to the secretary of the treasury who in turn, 
it is believed, referred them to the commissioner of internal reve- 
nue. There was a feeling of great disappointment among those 
who had expected the president to ignore the treasury department 
in making these appointments, but when the appointments were 
finally made and the board began to function and render its 
decisions it was found to the delight of the proponents of the 
board that the domination of the treasury over the members of 
the board had ceased with their appointment. It is true that 
among accountants there was some disappointment that the board 
of tax appeals was made up almost entirely of lawyers and that 
being so constituted it was organized along the formal lines of a 
court of law. It had been the hope and intention of the propo- 
nents of a board of tax appeals that it would be so organized as to 
be representative of the professions of law and accountancy and 
perhaps also of other callings. It was hoped likewise that practice 
before the board of tax appeals would be highly informal, consist- 
ing of the presentation by the commissioner of internal revenue 
of his contentions, to be answered by the proof and arguments of 
the taxpayer. The board of tax appeals, however, decided in 
favor of greater formality and while there is reason for disap- 
pointment that the hearings were not made more informal, yet 
because of the fair-minded attitude of the board and the justice 
manifestly aimed at in its decisions, those who are interested in 
the work of the board can easily overcome any disappointment 
due to its formal rules. 

One of the rules promulgated by the board of tax appeals re- 
quires the taxpayer to assume the burden of proof. A great deal 
may be said in defense of this rule and there can be no doubt that 
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the board sincerely feels that the rule is fair. In many cases this 
is true, but in many more cases the contrary rule would have had 
a restraining effect upon the commissioner of internal revenue, 
leading him to more carefully considered conclusions, and would 
have relieved many taxpayers of the necessity of defending a 
claim by the commissioner which was predicated upon an arbi- 
trary opinion and insufficient information. There have developed 
cases also where assessments made by the commissioner were 
predicated upon grounds that were not substantial, but which 
were exceedingly difficult to disprove. In such cases the rule 
referred to does a very grave injustice. However, it is the 
first objection that should be given major importance. Nothing 
better in the administration of the bureau of internal revenue 
could have occurred than that there should have been placed upon 
the commissioner a curb such as would have resulted from his 
being required to assume the burden of proof where he claimed 
that the taxpayer had not reported his full income for taxation or 
had in some other respect failed to pay the amount of taxes which 
the law imposed. Every accountant who is engaged in tax 
practice is able to recall instances where his clients have been 
forced to defend assessments that were ridiculous, both in 
amount and in the pretended facts upon which they were based. 
Thousands of journeys to Washington have been made in the 
attempt to elucidate to incompetent representatives of the com- 
missioner not only the facts controlling the cases at issue but the 
theory of accounts which was involved. Perhaps the commis- 
sioner of internal revenue has done as well as he could in the 
selection of his employees. 

Congress is notoriously parsimonious in allowances made for 
salaries and it is true that if the employees of the commissioner 
of internal revenue had been competent to discharge the functions 
of their positions they would have been worth, in private employ- 
ment, not less than twice the salary paid them by the government. 
However that may be, except in a few outstanding instances the 
work of the bureau of internal revenue has not been done with the 
capability which should have characterized it. 

During the period of struggle with the various revenue laws the 
courts were appealed to in numerous instances to settle contro- 
versies that it seemed impossible to settle otherwise. This is 
not the time to go into a review of all of the litigation that has 
transpired between the commissioner of internal revenue and 
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various taxpayers, but there are two outstanding cases which 
should be commented upon. 

The first was the so-called stock-dividend case. Under the 
law of 1916 stock dividends were specifically subjected to taxation 
as income. Under the law of 1913 the commissioner had taken 
the attitude that stock dividends were taxable. His position in 
this case was assailed with successful results. Likewise, the act 
of 1916, in so far as it sought to impose a tax upon stock dividends 
as income to the recipient, was declared unconstitutional by the 
supreme court. The decisions with respect to stock dividends 
must be applauded for their soundness and for their recognition 
of the accounting principles involved. They do great credit to 
the court which rendered them and particularly to that great 
jurist, Mr. Justice Holmes, whose wonderful opinion will live long 
in the history of income-tax law. 

The other principal issue that was passed upon by the supreme 
court was the determination of the amount of invested capital, the 
issue being whether invested capital meant the amount of cash or 
property put into an enterprise or the value at March 1, 1913, of 
the property of the enterprise, less its debts. The outstanding 
case involving this issue, it will be recalled, was the La Belle Iron 
Works case. The taxpayer showed that while it had acquired a 
certain iron-bearing property for a consideration of approximately 
$2,000,000, subsequent exploration of the property resulted in a 
discovery of values which justified an increase of valuation on the 
books of the corporation amounting to $10,000,000. The cor- 
poration contended that its investment was the value of its 
property, less its debts. The government contended that its 
invested capital was the cost of the property toit. The supreme 
court held that the government’s contention was right and found 
for the government. It has always been believed by many ob- 
servers that in this case, as in some others, the supreme court was 
controlled by a consideration of expediency. It was made 
apparent to the court that the administration of the excess-profits 
law would be far more difficult if it were necessary to determine 
the actual value of the property of the taxpayer at March 1, 1913, 
or at a later date, rather than to take from the books of the tax- 
payer the items of the cost of property. It is true that to have 
valued all of the property of all the business enterprises of the 
country would have been a gigantic undertaking, but that does 
not, in the opinion of many, dispose of the question. The con- 
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venience of the commissioner of internal revenue in discharging 
the duties of his office should in no circumstances have been 
permitted to deprive the taxpayer of the rights to which he was 
manifestly entitled. If the La Belle Iron Works Company had 
sold its property for $12,000,000 and had invested the proceeds of 
such sale in another property it would have been entitled to have 
claimed as invested capital the property purchased with the 
proceeds of the sale of its original holdings and the purchaser of 
the original holdings of the La Belle Iron Works Company would 
likewise have been entitled to have claimed an invested capital of 
the $12,000,000 paid by it for the property acquired. In view of 
the ease with which the position that the value of the property 
was not the test by which to judge the volume of invested capital 
could be reduced to an absurdity it is astonishing that the 
supreme court of the United States could have found that the 
actual cash or other property at its original value could be held to 
represent the sum total of invested capital. The conclusion was 
erroneous on the face of it and it served to reduce in an appreciable 
degree the respect of the business community for the opinions of 
the supreme court. It would have been far more in harmony 
with the decisions of that court and all other courts for the tax- 
payer to have been upheld with the suggestion to congress that 
the remedy could be found for the condition then existing in an 
increase of rates and not in the promulgation and enforcement of a 
false theory. 

The revenue law of 1926 has only begun to function. It con- 
tains some improvements over the laws that preceded it, but 
it does not go far enough in introducing changes of a beneficial 
kind. Accountants, however, have reason to rejoice that the 
board of tax appeals is retained as an established tribunal for the 
determination of issues between the government and the tax- 
payer; that the term of office of the members of the board has 
been suitably lengthened and that the salaries of members have 
been made more liberal than they were. é 

The revenue law of 1926 differs materially, so far as its legis- 
lative history is concerned, from all its predecessors. In all other 
sessions of congress when a revenue law was proposed by the 
majority there was found at hand a militant minority insisting 
upon the consideration of its views on every question involved. 
In the present congress the minority was not heard to indicate any 
difference of opinion. As a result many reforms in the law were 
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impossible of accomplishment. It may be fairly said that the 
1926 revenue law contains no word, phrase, sentence or page that 
was not fully and heartily approved by the secretary of the treas- 
ury or his representatives. They had the ear of congress to the 
exclusion of all others. It is true that hearings were had and that 
recommendations were made by people competent to form a 
judgment as to what was needed, but the fact remains that con- 
gress was under the domination of the administration and that 
the administration was, so far as legislation was concerned, the 
secretary of the treasury and that the minority, far from being 
militant and insisting upon changes both necessary and desirable, 
meekly bowed to the dictum of the majority and made the ad- 
ministration measure their own measure. 

To one who lived through the stirring times when the demo- 
cratic party was in the ascendancy and when it had leaders such as 
Grover Cleveland, Thomas F. Bayard, John G. Carlisle, Allen G. 
Thurman, William L. Wilson and Richard Olney, the spectacle 
presented by the representatives of that party in their attitude 
toward the revenue law of 1926 was one to engender apprehension 
as to the preservation of the theory of representative government. 

It would be unkind and unfair, however, to refrain from men- 
tioning, when reviewing the history of income-tax legislation, the 
splendid attitude of Congressman John N. Garner of Texas, the 
leading minority member of the ways and means committee. 
Mr. Garner plainly indicated a better understanding of revenue 
legislation than any other member of his committee and plainly 
indicated also his purpose of securing such legislation as would 
treat the taxpayer fairly. His admirers may be sure that his 
failure to impress himself upon the law of 1926 more forcibly was 
due to the desertion of the members of his party who in this 
particular matter made a record for political cowardice unequaled 
in the history of the republic. 
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EDITORIAL 
; Few subjects are of more interest to 
Information for Share- a -countants than that dealt with in 


an article by William Z. Ripley which 
appeared in the Atlantic Monthly for September under the title 
“Stop, Look, Listen.’”’ The subtitle was ‘Shareholders’ right to 
adequate information.’’ Our readers will, therefore, expect some 
comment on the article in the columns of this magazine. Every 
member of the profession will sympathize with the demand for 
adequate publicity of corporation accounts and will welcome the 
success which the Atlantic Monthly and Professor Ripley have 
undoubtedly achieved in bringing the subject to the attention of 
the public. It is to be feared, however, that the notice given to the 
article is not attributable solely to interest in the subject matter. 
Professor Ripley builds up his argument largely on the basis of 
a wealth of ‘‘corroborative detail’”’ supposedly taken from the 
reports of leading companies and accompanied by ‘criticisms 
which are sometimes drastic. Some of the more striking of 
these criticisms were circulated in advance by the publishers and 
undoubtedly served to whet the public’s appetite. In passing, it 
may be noted that some of this detail has proved to be incorrect, 
but while this is naturally vexatious to the companies concerned 
and undoubtedly impairs Professor Ripley’s authority, it is of 
only transitory interest, and we shall not discuss the errors but 
merely express regret that they should have been allowed to dis- 
figure a valuable contribution to a subject of great importance. 
His other criticisms are mainly of the no-par-value stock system 
and of the accounting treatment of certain items, particularly 
surplus in corporation accounts. 


: Pp The no-par-value stock question is a 
large one, and naturally Professor Ripley 


has not attempted to discuss it com- 
pletely, nor shall we attempt to do so. Professor Ripley’s 
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criticisms will perhaps serve a useful purpose by giving pause to 
those advocates of the no-par-value stock who have exaggerated 
the virtues of the system and have been blinded to its many un- 
doubted defects and dangers. His accounting criticisms will be of 
particular interest to our readers. We think, however, that they 
rest very largely on a confusion of thought with regard to the 
significance of surplus. The author says: 


“Surplus, but imperfectly distinguishable from profit and loss, has 
always been used to make assets and liabilities exactly equilibrate down to 
the last cent on the balance-sheet.” 


Now if the statement of the purpose of surplus is correct, as we 
take it to be (capital stock being treated as a liability), then the 
statement that it is imperfectly distinguishable from profit and 
loss must be erroneous, for the balance of profit and loss is fre- 
quently only one of the component factors of the excess of assets 
over liabilities. Such items as premium on capital stock or 
paid-in surplus, unrealized appreciation of capital assets (which 
Professor Ripley makes it clear he would like to see reflected in 
the balance-sheet) and other items are a legitimate part of surplus, 
but quite clearly distinguishable from profit and loss. Once this 
point is made clear, it seems to us that the criticisms largely fall 
to the ground. These criticisms relate mainly to the treatment 
of capital and surplus of newly formed companies having stocks 
without par value, and it may be well therefore to mention that 
under the laws of more than one state there is a provision for a 
declaration of value in respect of no-par-value stocks issued and 
that any excess over the declared value actually paid in for such 
no-par stock stands on much the same footing as the premium on 
a capital stock which has a par value. Eminent lawyers have 
advised that in such cases this excess is legally surplus, although 
economically it is clearly capital (just as is the premium on a 
stock with par value) and although from a financial standpoint 
it ought not, except perhaps in some special cases, to form a 
basis for subsequent dividend distributions. 


Having offered his criticisms on exist- 
ing conditions, Professor Ripley turns 
to possible remedies. In this portion 
of his paper he considers private initiative, including shareholders’ 
audit, state legislation, efforts of such bodies as the New York 
stock exchange and the investment bankers association, and 
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finally federal intervention, and concludes with the suggestion 
that the federal trade commission is the body which can best 
deal with the situation and that it is already clothed with the 
necessary powers. Naturally, we are prepared to endorse heart- 
ily the advocacy of shareholders’ audits. The statement that 
the auditors in England are under the supervision of stockholders 
entirely independent of the management is not, we think, correct, 
and we doubt whether such a scheme is practicable, although 
theoretically there is much to be said in favor of it. In England 
auditors are elected by shareholders, but we understand that this 
provision in itself means little because in practice it is the directors 
who make the selection. The real merits of the English system 
are, first, that it places some real responsibility on the auditors, 
so that self-protection requires them either to take a stand 
against directors when they regard the directors’ proposals as 
unjustifiable or else to resign; and, secondly, that it requires 
ample notice of any proposed change of auditors and thus makes 
it difficult for directors to supersede auditors who disagree with 
them without frank disclosure of the reason for the change. 
Here, an auditor who takes a stand which is distasteful to an 
unscrupulous management finds himself promptly displaced— 
nor does any one rise to inquire the reason for his displacement. 
Notwithstanding the comparative weakness of his position in 
this country, however, the independent auditor has done much 
to secure full and fairer publicity, and if his position were strength- 
ened he could do even more. We will not go so far as to suggest 
that the accountants of the country, however wide the authority 
given them, could immediately or in a few years provide a com- 
plete remedy for the defects of which Professor Ripley justly 
complains. The profession, in spite of its growth in recent years 
in numbers, competence and independence, is still far from equal 
to so great a task. But no quick remedy is to be found; long and 
tedious education is necessary before a profession capable of 
effecting a cure can be built up. 


We believe, however, that the remedy 

The True Remedy is to be found largely in the develop- 
ment of the audit. No one can better 

protect the shareholders than a competent auditor who has an 
intimate inside knowledge of the business without being concerned 
in its conduct, who is given adequate powers and opportunities 
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to formulate his views and express them to the shareholders, who 
is held to a proper responsibility for the efficient and honest dis- 
charge of his duties and whose professional success and reputation 
are dependent on his living up to that responsibility. We recog- 
nize that it is impossible for us to assume an entirely detached 
attitude in considering this question, but we honestly believe 
that more may be expected from such supervision than from reg- 
ulation by a bureau, which at best must have much less sense of 
personal responsibility and interest, be less thoroughly trained, 
more rigid in its attitude and more mechanical in its rules. We 
are not persuaded by Professor Ripley’s presentation of the fed- 
eral trade commission as the savior in the situation. He is no 
doubt right in holding that the undignified competition between 
states for incorporations make it unsafe to count on effective 
assistance from state legislation, but bodies like the New York 
stock exchange are, as he says, doing much and can and will no 
doubt do more in the future. It is only comparatively recently 
that the New York exchange revised its methods and set seriously 
about the task of protecting the investing public which deals in 
securities which it lists. Looking back a few years and noting 
the progress that has been made, it seems to us far too early to 
say that private initiative and judicious pressure from organized 
bodies can not deal with the situation as effectively and in as 
short a time as could the federal trade commission, assuming that 
the legal objections to its intervention, which have been raised 
since Professor Ripley’s article appeared, could be overcome. 


We should be sorry to see an extension 
to the fields of corporate publicity (nec- 
essarily involving also the field of in- 
dustrial accounting) of bureaucratic activities which if they result 
to some extent in a leveling up, also inevitably bring about much 
leveling down. It can not be denied that governmental regula- 
tion of accounts means the enforcement of a minimum standard 
and results in the general adoption of practices which, though 
technically justifiable, lack conservatism, and the day has not 
yet come when we can afford to dispense with that conservatism 
in industrial accounting upon which our most successful enter- 
prises have been constructed. It is perhaps only fair to say that 
in advocating control by the federal trade commission, Professor 
Ripley considers publicity from standpoints other than those of 
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the actual or potential shareholders; he speaks, for instance, of 
publicity as an adjunct’ to industrial efficiency. This raises 
other issues which we can not undertake to discuss here, further 
than to say that after careful consideration of the whole article 
we remain unconvinced of the usefulness of the federal trade 
commission as a remedial agency. 


There has been much talk and not a 
Qualified Certificates little writing lately about the subject 
of qua‘ifications, as they are called, in 
the certificates which accountants append to financial statements. 
The whole question of the form and significance of certificates 
has been under consideration from time to time ever since the 
first certificate was written. Although it may not seem that 
there can be much that has not been said on the subject of 
qualifications the importance of the matter is revived at times 
because of some virtue or fault in a certificate which has attracted 
wide attention. Recently the credit men of banks have been 
thinking a good deal about the meaning of the language in which 
an accountant expresses his opinion of the condition of a com- 
pany or other business entity, and there seems to be a rapidly 
developing demand that the words used shall be so clear, so 
devoid of ambiguity, that the simplest reader would not be de- 
ceived. A certificate in its simplest form would follow somewhat 
the requirements of the English and Canadian companies acts. 
It would say without any equivocation that the books had been 
audited, that the statements presented were in accordance with 
the books and that they represented in the opinion of the auditor 
a true and correct statement of the position of the company and 
of its operations. Any qualification of a certificate in these simple 
terms need not represent an attempt by the accountant to limit 
his responsibility, but may and in fact should represent necessary 
comments regarding any features of the accounts as to which the 
flat-footed, unqualified certificate can not be given. It is only 
when any such qualifications are couched in uncertain or ambigu- 
ous terms that criticism can be made. 


_ It seems to us that the word “ qualifica- 
“ea tions’’ is not an altogether happy de- 
scription of some of the expressions 

employed in writing certificates especially when the purpose of the 
writer is evidently to evade. ‘‘ Modifications’’ would be a better 


285 


f 
: 
. 
f 
j 
: 
4 
y 
|_| 
i} 
1 


The Journal of Accountancy 


word—there have been certificates whose impotence would suggest 
“emasculations.’’ The terminology, however, is not a crucial 
matter. Everyone has grown accustomed to the expression 
“qualified certificates’’ and so, like some of the other misnomers 
in the accounting lexicon, it has become legitimate by adoption 
and usage. There is not a student in the first year of any ac- 
counting course who has not learned the axiom that the certificate 
signed by an accountant must be honest, straight-forward, limpid. 
But not enough has been said about the certificate which osten- 
sibly conforms to the rules and yet lacks the virility which will 
arrest the eye and mind of the reader. It is possible to write 
a certificate in words of one syllable, without departing at all 
from the truth, and to place such a statement before the average 
man with assurance that it will be to the reader nothing more 
than a string of words. Much of what is said or written every- 
where is without effect of any kind. The trite conversation of 
the street or the office is forgotten, happily, ina moment. There 
is a manner of speaking and of writing which is utterly vapid and 
most of us are addicted to its use. That is the sort of outgiving 
which consists of words, phrases, sentences, and neither sender 
nor receiver is any the worse or the better for it. Language may 
be so pale or even totally colorless that its appearance or sound 
is not recorded on the mind. This wan shadow of words is 
employed sometimes in the writing of a certificate and he who 
reads feels intuitively that it really makes no difference what the 
phraseology may be: there is nothing in it. Even in an ac- 
countant’s certificate, which should be plain and blunt, one 
sometimes finds a merely innocuous vacuity. 


It would not be fair to say that the 

The Successors of ‘ : ‘ 
Uriah Heep man who writes such a certificate is 
wilfully dishonest. He may be one of 

those mentally formless folk who can not be positive about any- 
thing. They are negative at all times, and so their certificates, 
if they are asked to certify, are on the defensive. It is folly to 
expect some men to be definite. Itisnotinthem. Perhaps they 
are not to blame that they must slink through life. Accountancy 
is not a vocation suitable for such people and few there be that 
find their way to it, but once in a while a weak brother creeps 
into the family circle. Probably the insipidity of some certif- 
icates that we have seen is derived from them. What is wanted 
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is strong language—even if that be interpreted to mean what it 
generally means. It might be somewhat startling to read that 
the condition of the X Company was damnable, but at least it 
would be understood by all men. We should prefer such an 
expression to this: “I believe that the X Company is in good 
condition, but I have not made any attempt to do those things 
which every auditor should do. I have found a client and I 
don’t intend to lose him by any brash assertion of my opinion. 
The company may be in danger but so long as I get my fee I am 
not going to make a loud noise and awaken any sleepers.” 
No one ever read a certificate in those words, but there have 
been certificates written in the language of complaisance which 
could be translated thus. Mark you, such a statement would be 
clear, true in a sense and easily understood and therefore would 
conform to all the canons. Its actual form might be something 
of this sort: ‘‘I have examined the books of the X Company and I 
certify that this balance-sheet correctly reflects the apparent 
condition of the company on December 31, 1925." Here we 
find truth of a kind, clearness, plain words and yet the certificate 
means absolutely nothing more than a negation of responsibility. 
The writer of such a defensive opinion could have been concerned 
with nothing so much as disclaiming any liability. No certificate 
written precisely in these terms has been reported, but there are 
various ways of saying the same thing and saying it in so low a 
tone that no one will be disturbed. That is what we mean by the 
emasculated form of certificate. It is the employment of words 
in an effort to say nothing that anyone will heed and at the same 
time to avoid a lie direct. That sort of language is worse in a 
sense than the weasel words which Theodore Roosevelt con- 
demned. Bloodsucking words may be ingenious at least. These 
milk-sop certificates are not even clever. They are simply 
sickening, and yet, as we have said, they are sometimes the 
result of nothing more vicious than innate subservience. 
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EpITED BY STEPHEN G. Rusk 


A most interesting question has been raised by Judge Knox of the United 
States district court, southern district of New York, in the case of Elizabeth C. 
Taft v. Frank K. Bowers, collector; Gilbert C. Greenway, Jr. v. Frank K. Bowers, 
collector, under the 1921 act. A digest of the opinion is as follows: 


“No portion of an outright bona fide gift as of the date of delivery can 
constitute taxable income in the hands of the donee.”’ 


Under the act of 1921, section 213 (b) 3, the value of property at date of ac- 
quisition acquired by gift, bequest, devise or descent may be excluded from gross 
income in computing taxable income. In so far as the 1921 act is concerned, 
there is nothing extraordinary in the court’s decision, but in an opinion preced- 
ing his decision, the learned judge raises the question as to whether the sixteenth 
amendment to the constitution conferred the power upon congress to tax gifts 
and gives it as his opinion that it did not. 

He cites the point that property so acquired is capital, not income, and that 
if there is an unearned increment at date of its acquisition, it is that of the 
donor, not the donee. He states: 

“If the construction.of the tax law for which the government contends 
should be applied, it means the donee of the property is to be taxed on the 
increment in value which, if it can be regarded as income at all, is income 
to another, viz.: the donor. A tax levied upon that increment in the hands 
of the donee necessarily results in a direct levy upon the gift. If the gift 
consisted of money, would it be argued that the donee is to be taxed on the 
difference in value of money; that is, its purchasing power, as between 
the date of its acquisition by the donor and the date of its delivery 
to the donee? I think not. The money would be regarded as capital 
in the hands of the donee; and so, I think that that which may be con- 
verted into money, as of the date upon which it is given away, must, so 
far as the donee is concerned, also be regarded as capital.” 


From this logical position there would seem to emanate cognate questions as 
to the valuation of property other than cash in determining taxable income. b 
For instance, if real estate were acquired in 1914, when the purchasing power of 
the dollar was indexed at 100 per cent. and sold in 1920 for dollars whose 
purchasing power was 38 per cent. should not this fact be taken into account in 
computing income? If the purchasing power of the dollar had remained 
normal during the past twelve years and a property had been purchased for 
$10,000 in 1914, could that property have been sold for $25,000 in 1920? If 
sold for the latter amount, could any part of the $15,000 apparent profit be 
attributed to increase of actual intrinsic value of the property, or should it have 
been attributed to the cheaper money at date of its sale? 

These questions have been presented to the commissioner with little satis- 
faction resulting, but it is hoped that more light will be thrown upon the subject 
when the case of Taft and Greenway-v. Bowers is passed upon by a higher court 


SUMMARY OF RECENT RULINGS 


Extraneous evidence showing a contract to be for the sale of all of the cor- 

te stock rather than for sale of corporation assets, no tax was collectible 

| eae corporation on profits from the sale, and no fraud was committed by 
failure to return such profit. 
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The statute of limitations on actions to collect taxes for the fiscal 
ending October 31, 1918—returns being filed April 14, 1919—expired April 
14, 1924. (United States district court, W. D. Kentucky, United States v. 
Robert V. Board, et al.) 


No portion of the value of an outright bona fide gift as of the date of deli 
can constitute taxable income in the hands of the donee, under the act of 1921. 
(United States district court, S. D. New York, Elizabeth C. Taft and Gilbert 
Greenway v. Bowers, .) 


Value of one-half interest in California community property which passed to 
the wife on the death of her husband, as well as the value of the other one-half 
interest of which the husband died seized, was included in gross estate for 
estate-tax pur . (United States district court, E. D. Michigan, S. D., 
Beneficiaries af estate of Edward Henning, Ceceased, v. United States. 


A claim for additional taxes determined by taking a certain percentage of 
taxpayer’s gross sales as net profits was disallowed in absence of extraordinary 
circumstances being shown to justify such method. (United States district 
court, E. D. of Pennsylvania, In re Max Sheinman, bankrupt.) 


TREASURY RULINGS 
(T. D. 3891, July 10, 1926) 


Section 302 (a): Gross estate. 
Community property—California—O pinion of attorney general 
1. Estate TAX—GROSS ESTATE 
In determining the estate of a deceased husband for the 
purposes of the federal estate tax there should be included the 
entire value of the community property acquired under the laws 
of the state of California. 


2. FORMER OPINION WITHDRAWN 


Former opinion of the attorney general, under date of October 
9, 1924 (T. D. 3670 [C. B. IV-1, 19]), withdrawn. 


The following opinion of the attorney general, under date of June 24, 1926, 
is published for the information of internal-revenue officers and others con- 
cerned. This opinion holds in effect that in determining the gross estate of a 
deceased husband for the purpose of the federal estate tax there should be in- 
cluded the entire value of the community property acquired under the laws of 
the state of California. 

All pending estate-tax cases, regardless of the date of the deceased husband’s 
death, should be disposed of upon the basis of this —. In all other 
cases where action has been taken upon the basis of the former opinion of 
October 9, 1924 (T. D. 3670 [C. B. IV-1, 19]), the necessary steps will im- 
mediately be taken to protect the interests of the government unless, because of 
the statute of limitations, or other provisions of law, such steps are barred. 

Particular attention is invited to the fact that the attorney general states 
that the treasury department should be left free to litigate to a final con- 
clusion in the supreme court of the United States the question of whether, 
in California, on the prior death of the husband, the entire value of the com- 
munity property should be included in his gross estate. In codperation with 
the attorney general, the treasury department will endeavor to obtain a de- 
cision from the supreme court of the United States decisive of the — in- 
volved, and every effort will be made to expedite the case selected for the test. 


The Honorable the Secretary of the Treasury, 
Washington, D. C. June 24, 1926. 
Str: Under date of March 1, 1926, you requested me to reconsider the opini 


of the attorney general dated October 9, 1924 (34 Op. A. G., 395), and 
the opinion of the attorney general dated March 8, 1924 (34 Op. A. G., 376), 
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in so far as they held that in determining the gross estate of a deceased hus- 
band in California, for the purposes of the federal estate tax, there shall be in- 
cluded only one-half of the community property. The request was made in 
view of the decision of the supreme court of the United States in the 
—_ of United States v. Reuel D. Robbins (269 U. S., 315), decided January 4, 
In en opinion rendered February 26, 1921 (32 Op. A. G., 435), the attorney 
eral held that under the community property system as it prevailed in 
alifornia the wife had no vested interest in the community property during 
the existence of the community, and under that opinion and rulings of the 
treasury department the community income in California has been treated as 
belonging to the husband, and to be returned by him, under the revenue acts of 
the United States, for income-tax purposes. 

In December, 1920, the United Qeates district court for the northern district 
of California, in the case of Blum v. Wardell (270 Fed., 309), held that under 
the California system, on the prior death of the husband, the wife did not 
succeed to one-half of the community property as heir and that the half 
of the community property to which the wife was entitled on the death of the 
husband was not part of the husband’s gross estate for the purposes of the 
federal estate tax. 

On October 24, 1921, this decision was affirmed by the circuit court of appeals 
for the ninth circuit. (Wardell v. Blum, 276 Fed., 226.) The supreme court, 
on March 6, 1922, denied a petition for writ of certiorari to review the decision 
of the circuit court of appeals. (Wardell v. Blum, 258 U. S., 617.) 

On March 8, 1924, following the final decision of the case of Wardell v. 
Blum, the attorney general rendered another opinion (34 Op. A. G., 376), 
modifying the previous opinion of February 26, 1921, and holding that under 
the community property system in California the one-half interest to which 
the wife succeeded on the death of her husband was not inherited and was not 
subject to the federal estate tax. On May 27, 1924, the attorney general 
recalled, for further consideration, the opinion of March 8, 1924, but on 
October 9, 1924 (34 Op. A. G., 395), he expressed the opinion that the japon 
ment would not be justified in instituting new litigation to continue the con- 
troversy over the question decided in Blum v. Wardell, and he thereupon reaf- 
firmed the opinion of March 8, 1924. 

Your letter does not state whether in applying these opinions you have 
included half of the community property in the gross estate of the wife, in 
case of, her death prior to that of her husband. 

There arose afterwards the case of United States v. Reuel D. Robbins, jr., 
et al., a case commenced in the United States district court for the rorthern 
district of California by the executors of the will of Reuel D. Robbins to 
recover income taxes claimed to have been illegally assessed and which pre- 
sented the question whether, under the California community system, income 
from community property acquired prior to 1917 and that part of the com- 
munity income represented by compensation for personal service performed by 
the husband during 1918 belonged to the husband or whether the wife had a 
half interest in it entitling her to make a separate income-tax return thereof. 
The Robbins case was decided by the supreme court of the United States on 
January 4, 1926. In that court, elaborate briefs and arguments dealing with 
the California community system were presented, and the court held that the 
wife in California had no such interest in the community income as to entitle 
her to make return of half of it as her income, under the revenue acts of the 
United States, for the purposes of income taxation. 

While the case of Wardell v. Blum dealt with federal estate taxes, and the 
case of United States v. Robbins dealt with income taxes, in my opinion 
the questions presented by the two cases were fundamentally the same 
and the conclusion reached in the Robbins case is inconsistent with that in 
Wardell v. Blum. 

In the Robbins case, consideration of the statutes and decisions in Califor- 
nia, in an effort to analyze the substantial nature of the wife’s interest in the com- 
munity property, disclosed that during the existence of the community the 
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husband had the right to complete dominion, ion, and control of 
the community property; that it was at all times liable for the husband's debts, 
both those created before his marriage and his separate debts after his mar- 
riage; that he might expend the community property and community income as 
he pleased without accountability to the wife; that the wry restrictions 
(prior to 1917) on the husband’s complete dominion were that he might not, 
without her consent, give away community property or dispose of household 
furniture or her wearing apparel; that the wife had no right to have a share 
in the community estate expended for her benefit ; that her right to maintenance 
and support was not based on the theory that one-half of the community estate 
belonged to her, but on a marital obligation of the husband arising out of the 
marriage relation; that the wife could not maintain any action during the ex- 
istence of the community with respect to the community property, and was 
not a proper party to a suit involving the community property; that prior to 
1923, on dissolution of the community, the wife had no right to make testa- 
mentary disposition of any part of the community estate; that if the husband 
died first the wife succeeded to half of what then remained of the community 
poy after paying the husband’s debts, erage § debts incurred by him 

fore marriage as well as those in connection with his separate estate; that 
under an unbroken line of decisions in California the widow took as an heir 
and by succession; that the community estate was liable for the debts of the 
wife contracted prior to the marriage, the liability being based on the common- 
law rule that on marriage the husband becomes liable for all the debts con- 
tracted by his wife dum sola, and in California the statute having exempted 
the husband’s separate estate from debts of the wife contracted before mar- 
riage left only the community estate subject to them; that the community 
property was not subject to the separate debts of the wife contracted after 
marriage; and that in many other respects the wife in California had none of 
o rights in the community property ordinarily connected with ownership 

roperty. 

t was ~ that, whatever adjectives or descriptive terms may be used in 
an attempt to define the nature of the wife’s interest, when it came to the 
ordinary rights of ownership they were completely wanting, and the alleged 
ownership of the wife in a share of the community estate in California was 
properly described as a “barren ideality.” 

All these considerations were advanced in the Robbins case, and, while not 
dealt with at length in the opinion, no doubt form the basis for the conclusion 
reached. The decision in the Robbins case one of the contention relied 
on in Wardell v. Blum, based on statutes enacted prior to 1917, that the wife in 
California was the owner of a share of the community estate during the exist- 
ence of the community. 

Two statutes were enacted in California in 1917, which were considered in 
Blum v. Wardell, but only one of which affected the community property in- 
volved in the Robbins case. One was section 172a of the California code, 
enacted in 1917, providing that the wife must join with the husband in convey- 
ances of community real estate. That statute has been held by the supreme 
court of California not to apply to community real estate acquired prior to its 

, 80 it did not operate on the income from community property involved 
in the Robbins case, and, of course, it did not affect the income from personal 
service involved in the Robbins case, as that was personal and not real property. 
That statute did not, in my opinion, operate to create in the wife an ownership 
in community real estate which did not exist before. (Spreckels v. Spreckels, 
172 Cal., 775, 782.) The statute does not relate to all community property, 
but only to real estate, and it merely provides for a limitation upon the husband's 
power to dispose of it. 

In states where the community system has never prevailed, and the wife 
has a dower interest or other inchoate statutory interest in the husband’s 
real estate, statutes are found making the husband's separate conveyance of his 
own real estate, without the consent of the wife, inoperative to defeat her inter- 
ests, but it has never been suggested that the effect of such a statute was to make 
the wife during coverture the owner of an interest in her husband's real estate. 
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The other statute, dealt with in the case of Wardell v. Blum, was an act of 
1917 (statutes of 1917, p. 880), which amended the inheritance-tax law of that 
state. That statute did operate on the property involved in the Robbins case, 
was discussed in the briefs, and no doubt was considered by the court. 

An inheritance-tax law had been in effect in California since 1905, and under 
it the interest in the community estate to which the wife succeeded on the 
husband’s death was subjected to an inheritance tax, on the ground that she 
took as an heir and had no vested interest prior to her husband’s death. (In 
re Moffitt’s estate, 153 Cal., 359; Moffitt v. Kelly, 218 U.S., 400; Estate of Rossi, 
169 Cal., 148; Chambers v. Lamb, 186 Cal., 261.) The act of 1917, amending the 
inheritance-tax law, contained the following provisions (p. 881): 

“*. . . that for the purpose of this act the one-half of the community prop- 
erty which goes to the surviving wife on the death of the husband . . . shall 
not be deemed to pass to her as heir to her husband, but shall, for the purpose 
of this act, be deemed to go, pass, or be transferred to her for a valuable and 
adequate consideration, and her said one-half of the community shall not be 
subject to the provisions of this act; provided, further, that in case of a transfer 
of community property from the husband to the wife, . . . one-half of the 
community property so transferred shall not be subject to the provisions of this 
act; and provided, further, that the presumption that property acquired by 
either husband or wife after marriage is community property, shall not obtain 
for the urpose of this act as against any claim by the state for the tax hereby 
im 
In Wardell v. Blum, both the district court and the circuit court of appeals 
treated this amendment as changing the intrinsic nature of the wife’s interest 
in the community estate, notwithstanding that after the passage of the act of 
1917 the wife had no greater right to exercise any attribute of ownership than 
she had before the passage of the act of 1917. That act did not change the 
essential nature of her interest or of the husband’s interest, and did not convert 
an interest which was a proper subject for an inheritance tax into one which 
was not. The only effect of the statute was to exempt from payment of the 
tax a transfer or succession which in its essential nature was properly subject 
to an inheritance tax. If, prior to the act of 1917, the nature of the wife’s 
right and succession was such as to enable the state to levy an inheritance tax 
on her succession, that power still existed after the act of 1917, and by another 
statute making no change in the respective rights of the husband and wife in 
the community property the wife’s succession on the death of the husband 
could again have been subjected to an inheritance tax. The very language of 
the act of 1917, quoted above, shows that the legislature recognized that on the 
death of the husband one-half of the community property “goes to” the sur- 
viving wife, and that upon the death of the husband a share of community 
a ped is deemed “‘to go, pass" to the wife, and the reference to a “‘trans- 

er” of community property from husband to wife indicates a passage of title 

to the wife of something previously belonging to the husband, and it seems 
obvious on the face of the statute that it was intended merely to create an 
exemption. 

If additional ground be needed to show that the inheritance-tax act of 1917 
did not change the nature of the wife’s interest in the community estate, it 
will be found in section 24 of article IV of the constitution of California, 
which provides that every act shall embrace but one subject, which shall be 
embraced in its title. The title of the act of 1917, exempting the wife’s succes- 
sion to the community estate from an inheritance tax, is: 

“An act to establish a tax on gifts, legacies, inheritances, uests, devises 
successions and transfers, to provide for its collection and to direct the dis- 
position of its proceeds.” 

There is not a word in the title indicating a change in the nature of the 
wife’s interest in the community property, and if the body of the act had 
attempted such a change the provision would have been void. To say, therefore, 
that the act of 1917 operated to prevent the imposition of a federal estate tax 
on the transfer to the wife of a half interest in the community estate upon 
the prior death of the husband is equivalent to holding that if a state exempts 
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from a state inheritance tax a transfer of a nature essentially subject to such 
a tax, the exemption by the state o tes to make the succession immune from 
a federal estate tax. ior to the California act of 1917, exempting the wife’s 
succession from the state inheritance tax, the courts of California had held 
that the nature of the succession was such as to make it subject to an inherit- 
ance tax. They had held that the wife had no interest or ownership prior to 
the dissolution of the community, and that the interest to which she succeeded 
on the prior death of her husband came to her by inheritance and not by virtue 
of prior ownership. Admittedly, if the succession was such as to subject it 
to a state inheritance tax, that fact made the transfer of such a nature as to 
be subject to a federal estate tax; and as the California legislature did not 
make any change by the 1917 act in the nature of the wife’s interest, her suc- 
cession to an interest in the community estate upon her husband’s death 
was left a proper subject of a federal estate tax. 

Act of 1917 was not in any sense a repudiation of the decision of the Cali- 
fornia court in the Moffitt case. The Moffitt case was decided in 1908, and long 
before that the California court had held that the wife took as an heir. (In 
re Burdick (1896), 112 Cal., 387; Sharp v. Loupe (1898), 126 Cal., 89.) 

The passage in 1905 of the inheritance-tax law of California must have been 
with the legislative understanding that the wife’s succession, by previous deci- 
sion of the courts, was of such a nature as to be subject to the tax. 

The rule thus announced in the Moffitt case stood for nine years, and throu 
several sessions of the California legislature. The act of 1917, exempting t 
wife’s interest from the state inheritance tax, was no more a legislative disap- 
proval of decisions of the courts of the state than is any other statutory change 
in existing law. . 

Since the case of Wardell v. Blum was decided, and in 1923, the legislature of 
California amended the statutes of that state by conferring upon the wife 
a power of disposition by will of one-half of the community property. Section 
1401 of the civil code of California, prior to 1923, provided: 

“Upon the death of the wife, the entire community property, without admin- 
istration, belongs to the surviving husband.” 

By the amendment of 1923 (statutes of 1923, p. 30), it was provided: 

“Upon the death of either husband or wife, one half of the community prop- 
erty belongs to the surviving spouse; the other half is subject to the testa- 
mentary disposition of the decedent, and in the absence therof goes to the 
surviving spouse, subject to the provisions of section 1402 of this code.” 

Section 1402, as amended in 1923, provides: 

“Community property passing from the control of the husband either 
reason of his death or by virtue of testamentary disposition by the wie, 
subject to administration, his debts, family allowance and the and ex- 
penses of administration; but in the event of such testamentary disposition by 
the wife, the husband, pending administration, shall! retain the same power to 
com NRO and deal with the community personal property as he had in her 

etime; .. .” 

By this statute, the California legislature seems to have taken a step toward 
giving the wife one, at least, of the rights usually pertaining to ownership of 
property, and yet the step was half-hearted, because the statute seems to leave 
unchanged the rule that community estate is not subject to the wife’s debts, 
and leaves the share which she a, 4 dispose of by will subject to the payment 
of the husband’s individual debts, but not of her own. ether this statute 
will be held by the California courts to apply to ema y | operty acquired 
before its passage remains to be seen. e decision of v. Wehmeyer 
(191 Cal., 601) gives rise to the expectation that the act of 1923 may be held 
inapplicable to the community property acquired before its passage. 

No opinions of the supreme court of California rendered since the decision 
of the Robbins case have been called to my attention which threw any new 
ight on the problem. The decision of B v. Pacific Mutual Life Ins. Co. 
(243 Pac. Rep. 431) (decided February 1, 1926) confirms in every res the 
view of the California law taken by the supreme court of the United States in 
the Robbins case. 
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It has been suggested that no action be taken toward relitigating the ques- 
tion decided in Wardell v. Blum until decision is handed down by the 
supreme court of California in the case of Stewart v. Stewart, an action insti- 
tuted in January, 1926, by a wife against a husband, relating to a tract of 
community real estate acquired by the husband in 1916, to determine adverse 
claims and to have it adjudged that the wife is the owner in fee simple of an 
undivided one-half. 

It is not apparent that any decision which may be rendered in that case 
will have any conclusive effect on the question we are dealing with. That 
case was a “friendly” suit brought for the purpose of eliciting an expression 
of opinion from the supreme court of California as to the proper descrip- 
tive term or label to be applied to the wife’s interest in the community real 
estate. 

In my opinion, in dealing with this subject heretofore, too much effort has 
been expended in hunting for cases in which the wife’s interest in the com- 
munity real estate is described as a “‘vested”’ interest, or as ‘‘ownership,” 
or as a “mere expectancy.” The solution of the problem requires us to 
go deeper and, discarding merely general descriptive terms, to ascertain the 
real nature of the wife’s interest by determining whether she may exercise 
or enjoy the ordinary rights of ownership. 

The Stewart case does not seem to give to the supreme court of California 
an opportunity to pass anew on any such aspect of the matter, or to deter- 
mine whether the community estate is subject to the wife’s debts, or whether 
she has any right to have any part of it expended for her benefit, or whether 
the husband may expend it as he pleases without accountability, or to pass on 
any other point which would throw any light on the intrinsic nature of the 
husband’s and wife’s interests. 

While the federal courts are bound by the decisions of state courts of 
California as to the nature of the wife’s interest in the community prop- 
erty, that rule does not mean that adjectives or descriptive terms which may 
be applied by state courts will be blindly accepted by the federal courts; 
but the latter, in passing on the incidence of the federal estate tax, are en- 
titled to examine the statutes, and the decisions of the state courts which 
dissect and throw light on the intrinsic nature of the wife’s interest, to 
determine whether the general descriptive phrases applied to the wife’s 
interest correctly describe it. 

It is suggested that the re-enactment of the federal estate-tax provisions 
of the revenue acts, after the rulings by the attorney general and the treasury 
department, should be considered a legislative adoption of them. The rule 
that the re-enactment of a statute after an administrative construction of it 
is a legislative adoption of the construction has no application to this 


case. 

The question here is not one of construction of the revenue acts of the 
United States, but as to the nature of the wife’s interest in the community 
property, a question requiring interpretation of the statutes and decisions of 
the state of California. Neither the opinions of the attorney general nor the 
rulings of the treasury department were based on any interpretation of the 
acts of congress. 

The estate-tax provisions of the revenue acts have been admittedly broad 
enough to impose an estate tax if there was an inheritance by the wife from 
the husband. Congress could not by any amendment to the revenue acts have 
changed the effect of the state statutes and decisions. 

In addition, the uniformity clause in the constitution of the United States 
must be considered. If in California the wife has no ownership in the com- 
munity property, and her interest is no more real than the interest of the wife 
in the husband’s property in other states where the community system does 
not prevail, to exempt from the federal estate tax, on the death of the hus- 
nak a of the community property in California would result in a viola- 
tion of the uniformity ciause. 

I feel constrained, therefore, to withdraw the former opinion, so as to leave 
you free to litigate to a final conclusion in the supreme court of the United 
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States the question whether in California, on the prior death of the husband, 
the entire community property should be included in his gross estate. 

Test cases should be instituted to have these questions decided. The above 
discussion indicates that more than one such case is necessary to present every 
aspect of the matter and deal with estates affected by the statutes of 1917 and 
1923, and those which are not. 


Respectfully, 


Jno. G. SARGENT, 
Attorney Gener 
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Institute Examination in Law 
By SPENCER GORDON 


[The following answers to the questions set by the board of examiners of the 
American Institute of Accountants at the examinations of May, 1926, have 
been prepared at the request of THE JOURNAL OF ACCOUNTANCY. These 
answers have not been reviewed by the board of examiners and are in no way 
official. They represent merely the personal opinions of the author.—Editor, 
THE JOURNAL OF ACCOUNTANCY.] 


EXAMINATION IN COMMERCIAL LAW 
May 14, 1926, 9 a.m. To 12:30 P.m. 
Give reasons for all answers 
(Each satisfactory answer is entitled to 10 points) 
NEGOTIABLE INSTRUMENTS 


Answer three of the following four questions: 


1. A subscribes for a certain number of shares in the B corporation upon its 
formation, but only 60% of the subscribed capital has been called. A has 
paid all instalments called and in addition has lent the B corporation $3,000 for 
which he has taken the corporation’s negotiable promissory note and has trans- 
ferred the note to X. On the due date X demands payment but the company 
calls for further capital instalments on A’s subscription and sets up the amount 
of the call as an offset to the note. Is the corporation’s procedure correct? 

Answer: No. The doctrine of set-off and counter-claim as applied to 
negotiable paper is not available against a holder in due course who had no 
knowledge of such claim. When the note was transferred to X there had been 


no call. 


2. Explain the difference between an assignable note and a negotiable note 
and give an example of each. 

Answer: A negotiabie note is one which may pass from hand to hand by 
endorsement or mere delivery and which in the hands of a holder in due course 
is free from equities between the original parties to the paper. A non-nego- 
tiable note may pass from one party to another by assignment but the assignee 
ordinarily takes it subject to all defenses valid as between the original parties. 
A promissory note payable to the order of A is negotiable. A promissory note 
payable to X (but not to the order of X) is assignable but is not negotiable. 


3. A gave to B a negotiable promissory note for $100, the note being payable 
to “B or bearer.” e note was transferred several times by delivery only, 
without indorsemerit, and came into the hands of R as a note for $1,000, the 
alteration not being at all apparent on the face of the instrument. What can 
R. do with reference to enforcement? 


Answer: Paper may be transferred by delivery when payable to “B or 
bearer.”” Statutes of some states, however, expressly require an endorsement 
for the transfer of such paper. Under the negotiable-instruments law as gen- 
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erally in force there is no such requirement and R would be a holder in due 
course. Under the negotiable-instruments law, “‘ when an instrument has been 
materially altered and is in the hands of a holder in due course, not a party to 
the alteration, he may enforce payment thereof according to its original tenor," 
R could therefore recover $100 on the note. In the states where a statute 
expressly requires an endorsement for the transfer of such paper, R would not 
be a holder in due course and under the negotiable-instruments law as well as 
by common law the maker would not be liable because the contract was 
changed by a material alteration without the privity of the party liable on it. 


4. Is a bank depositor, having a checking account, required to verify the 
correctness of his monthly balance as shown by monthly statement rendered 
by the bank and by the returned vo ? 


Answer: Some courts have held that the writing up of a depositor’s bank- 
book, striking a balance and returning it to him with the cheques constitutes 
an account stated and that unless objection is made thereto by the depositor 
within a reasonable time he is bound thereby and the account can be opened 
for examination and restatement only on the ground of fraud. Other courts 
have held that, although the return of the account with the vouchers is an 
account stated, their retention without objection only puts on the plaintiff 
the burden of proving a mistake orerror. It has also been held that although a 
general depositor in a bank has presumptively acquiesced in his account as 
stated by the bank by retaining without objection the pass-book written up 
and balanced by the bank, yet when the depositor is able to point specifically 
to error, mistake or forgery in the account, he is to be allowed restitution, 
unless the error, mistake or forgery was induced by his negligence and to make 
the restitution would work a special damage to the bank. In any event the 
depositor takes considerable risk in not examining the account immediately. 


CORPORATIONS 
Answer two of the following three questions: ' 

5. Does a dividend on stock, declared before the stockholder’s death, but 
not payable until a date after the date of death, become part of the estate or 
aay _ person to whom the stockholder devised the income from the estate 

e 

Answer: From the date of its declaration the dividend becomes a debt and 
is therefore a part of the estate of the decedent upon his death after the date of 
declaration and before the date that the dividend is payable. 

6. Define the following used with reference to tions: (1) subscriber, 
(2) incorporator, (3) franchise, (4) paid-in engieal, 5) by-laws. 

Answer: (1) A subscriber is one who has agreed to take stock from the 
corporation on the original issue of such stock. 

(2) An incorporator is one of those to whom a charter is granted or of those 
who file a certificate of incorporation under a general incorporating act. 

(3) A franchise is a privilege conferred by grant of the government. A 
corporate franchise may mean either the power to act as a corporation or may 
mean the right which a corporation has to operate a special privilege, such as a 
railroad’s right of way. 
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(4) Paid-in capital is money or property paid into a corporation in consider- 
ation of the issue of cap ‘al stock or for no consideration. 

(5) A by-law is a permanent rule of action in accordance with which the 
corporate affairs are to be conducted. The power to make by-laws is regarded 
as one of the essential incident: and rights of a corporation. 


7. What is a voting trust and how does it operate? 


Answer: A voting trust agreement is one whereby stock is transferred to 
trustees to hold in trust for the transferors. The object of such a trust is 
usually to secure continuity in management by the transfer of control of a 
majority of the stock to such trustees. Usually the stock is transferred for a 
definite period of years, the power of voting the stock being expressly vested in 
the trustees. Transferable voting trust certificates are usually issued to the 
beneficial owners of the stock, and such dividends as are paid to the trustees as 
the legal holders of the stock are by them in turn transmitted to the holders of 
these certificates. 


CONTRACTS 
Answer two of the following three questions: 


8. A, following his discharge in bankruptcy, again entered business and wrote 
to B requesting that B sell hiu a certain quantity of goods to be delivered in 
monthly instalments, A to have thirty days in which to pay for each instal- 
ment. B replied, refusing to extend credit to A unless A’s former indebtedness 
to B were liquidated. A then wrote agreeing to pay the former indebtedness 
in monthly payments until paid in full. B then extended the requested credit 
to A in the contract for A’s new purchases. Subsequently A defaulted in an 
— payment and B sued to recover the balance of the old debt. Could 

recover? 


Answer: B could not recover the full balance of the old‘d ‘t. A promised 
to pay the old debt in instalments, the consideration for his promise being the 
extension of credit by B. The only amount of the old debt for which A 1s liable 
is the amount of the monthly instalments of the old debt which under the terms 
of the rew agreement are overdue at the time that B sues A. 


9. A met B in March and in the conversation said that he would give B 
$3,600 to act as bookkeeper for a year, B to begin work on May 1st. B began 
work on May ist. On August ist A discharged B without any cause or reason. 
What, if anything, could B recover in a suit against A for breach of contract? 


Answer: B is entitled to recover not only any portion of his promised salary 
which he has already earned prior to August ist and has not been paid, but in 
addition to this is entitled to recover damages for the injury caused him by not 
allowing him to complete his services and earn the promised reward. He will 
be given $2,700 less the net amount of what he earned or might reasonably have 
earned in other employment during the 9 months from August ist to May Ist. 

10. How may a seller part with possession of personal property and still 
keep title to it? 

Answer: The seller may part with the possession of personal property and 
retain title to it by a conditional sales contract. Such a contract is one which 
provides in terms that the sale is conditional and that the goods are to remain 
the property of the seller until payment of the price. Under such a contract of 
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sale‘no title passes to the buyer until the condition is performed. In many 
states such contracts are not valid as to innocent third parties unless recorded. 


PARTNERSHIP 
, Answer one of the following questions: 
11. Has a partner the right to make a general assignment of partnershi 
property for the benefit of creditors without the knowledge of his co-partners 
Answer: The general rule is that one partner can not make a general as- 
signment of partnership property for the benefit of creditors without the 


knowledge of his co-partners, for such an assignment would practically amount 
to a suspension or dissolution of the partnership itself. 


12. A and B enter into a partnership venture, A contributing one-third of 
the necessary capital and B contributing two-thirds. There is nothing said 
or agreed to as to how profits shall be divided. What is the proportion of 
profits which should go to each partner? 

Answer: In the absence of agreement the profits of a partnership are to be 
divided equally between the partners, however unequal may be their contribu- 
tions of capital or of services unless there are additional facts from which it may 
reasonably be inferred that the partners intended otherwise. 


BANKRUPTCY 


Answer the following question: 

13. In case of bankruptcy, does a creditor who has obtained judgment secure 
any advantage? 

Answer: The mere entry of a judgment gives a creditor no advantage. If 
a creditor obtains a judgment and complies with the requirements of the state 
law so that he emablishes a lien on the property of the debtor, his lien is un- 
affected by the bankruptcy of the debtor if it was obtained more than four 
months prior to the filing of the petition in bankruptcy. 


INCOME TAX 
Answer the following question: 


14. In what circumstances may an appeal be taken to the board of tax 
appeals in a controversy over income taxes? 


Answer: See revenue act of 1926. 
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EpIrTep By H. A. FINNEY 
AssIsTED By H. P. BAUMANN 
AMERICAN INSTITUTE OF ACCOUNTANTS 


(Note.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinions of the editors 
of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PART II (Continued) 
May 14, 1926, 1 P.M. TO 6 P.M. 
The candidate must answer all the following questions: 


No. 3 (20 points): 

Corporation X has a capital stock of $100,000, liabilities $10,000 and surplus 
$25,000. The liability represents notes given to stockholders for loans made 
by them in proportion to their stock interests. A owns 400 shares and B, C 
and D own 200 shares each. 

During 1924, X sells all its assets, except cash $5,000, to corporation Y for 
$145,000 for which it receives $15,000 cash, 800 shares preferred stock of 
corporation Y, which it records at the par value $100 per share, and 1,000 shares 
of no-par common stock of corporation Y. 

Corporation X distributes the stock of Y to its own stockholders who, as a 
part consideration, cancel the notes of the corporation above mentioned. No 
entry for this distribution is made on X’s books as the officers are not sure how 
to make it nor are they sure what value should be set on the stock so distributed. 

Corporation Y shows its common stock to have a book value of $93 per share 
per: is at that time, selling one share of preferred with one share of common for 


None of the stock of corporation X has been called in or cancelled. 
You are called upon by corporation X to make the proper entries and to set 
up a balance-sheet. 


Solution: 
A balance-sheet of corporation X before the sale of its assets would show: 
Assets, other than cash .............. 130,000 .00 
Notes payable—stockholders......... $10,000 .00 


$135,000.00 $135,000.00 


For the assets other than cash of corporation X, book value $130,000, cor- 
poration Y agrees to pay $145,000, of which $15,000 is cash and the remainder 
800 shares of preferred stock) (par $100) and 1,000 shares of no-par common 
stock of corporation Y. The point immediately,raised is, what is the cost to 
corporation X of the stock of corporation Y thus transferred? Without ques- 
tion this is $145,000, the agreed price, less the cash payment of $15,000, or 
$130,000. 
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This cost could be allocated as between the preferred and the common stock 
received from corporation Y, as follows: 


800 shares preferred stock (par $100)............. $80,000 .00 
1,000 shares common stock (no par)................ 50,000 .00 
Total $130,000 .00 


However, it is unnecessary to distribute the cost as between the two classes 
of stock, if we charge the total cost of $130,000 to an account called “‘invest- 
ment in corporation Y,” as is done in this solution. 

According to the problem, the preferred stock has been recorded at par 
value, $100 a share, and a journal entry should be made to reverse this entry. 
If the cash received, $15,000, and the common stock—corporation Y, have 
been recorded, these entries should be reversed also. 

In the working papers attached (page 302), adjustment No. 1 shows the 
transfer of the assets of corporation X to corporation Y, and the profit of 
$15,000 resulting from the sale. ? 


Corporation Y—vendee............. $145,000 .00 
To: Assets, other than cash........ $130,000 .00 


To record the transfer of assets other 
than cash to corporation Y, and the 
profit of $15,000 resulting from the 
sale thereof. 
Adjustment No. 2 shows the cash and capital stock received from corpora- 
tion Y in payment of the assets of corporation X, as transferred in entry No, 1. 


$15,000.00 
Investment—corporation Y.......... 130,000 .00 
To: Corporation Y—verndee....... $145,000.00 


To record the receipt of cash, $15,000, 
and the following capital stock of 
corporation Y, per agreement: 
800 shares (par $100) preferred 
1,000 shares (no par) common 
There are two possible interpretations of the next transaction whereby 
corporation X distributes the stock of corporation Y to its own stockholders 
who, as a part consideration, cancel the notes of the corporation. First, it 
might be inferred from the use of the word “distributes” that a dividend, 
payable with the stock of corporation Y, had been declared and paid. But if 
the distribution is treated as a dividend, a deficit of $80,000 is incurred, as 
follows: 


Book value—investment in corporation Y.......... $130,000 .00 
Less: Notes payable—stockholders. ...............- 10,000 .00 

Surplus account before the above dividend.......... 40,000 .00 
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It is hardly possible that the directors of corporation X intended this dis- 
tribution as a dividend, for besides creating the deficit above noted the only 
asset remaining is that of cash, $20,000. If, however, it was intended as a 
liquidating dividend, the capital stock should be reduced or scaled down by the 
amount of $80,000. Furthermore, the problem states that the stockholders 
canceled the notes of the corporation held by them “‘as a part consideration”, 
a fact which leads to a second interpretation—that the distribution was not a 
dividend but a sale. Reference should therefore be made to the minutes of the 
meetings of the board of directors of corporation X to determine the intention 
of the board. 

In the meantime, the following entries should be made: 


Entry No. 3 
Notes payable—stockholders........ _ $10,000.00 
To: Due from stockholders. ........ $10,000 .00 
To record cancellation of notes of cor- ’ 
poration as a part consideration for 
stock of corporation Y. 


Due from stockholders. ............. $130,000 .00 

To: Investment—corporation Y.... $130,000 .00 
To record distribution of capital stock 

of corporation Y to stockholders. 


After making and posting these entries, the final balance-sheet will appear as 
follows: 
CoRPORATION X 


Balance-sheet Date 
Assets 
Net Worth 


After determining the character of the distribution of the stock of corporation 
Y, adjustments can be made through the account “due to stockholders.” 


No. 4 (20 points): 

M, a wholesale dealer in heavy merchandise, is unable to reconcile the per- 
centage of net profits, as shown by his annual accounts, with the percentages 
arbitrarily added to cost prices, and asks your assistance in an effort to ascertain 
the reason therefor. 

You investigate and find, first, that effective precautions are taken against 
theft of material and funds and that there are adequate checks against shipping 
merchandise unbilled. 
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You then obtain the following information from the books of account and 
the records: 

(1) Twenty-five per cent. has been added to cost prices in order to obtain 
an average gross profit of 20% on sales. 

(2) Expenses are estimated to amount to a total of 9% on sales, viz.:—1% 
selling, 144% office, 344% delivery, 2% general and 1% executive salaries. 

(3) The accounts for the last completed year, 1925, showed the following: 


Ex 


(4) An analysis of the sales for an average month during the season of 1925 
gives the following details, each invoice representing a separate delivery to a 
customer: 

Numbers 


of 

Sales: invoices _ sales 
From 324 2,679 

Average for one month during the season... .... 4,140 $288,256 


Prepare a statement accounting, as far as possible, for the difference between 
the estimated and the actual profits, giving the main facts but avoiding un- 
— ry details, and indicating what should be done to obtain better operating 
results 


Solution: 

Examination of the statement of profit and loss and comparison with esti- 
mated profit and loss for the year ended December 31, 1925 (page 305), discloses 
that the principal cause of the disparity between actual and estimated results 
of operations for the year was the excess of delivery expense over the estimated 
amount thereof. Instead of the estimated 3.5 per cent. of net sales, or $87,150, 
delivery expense was 6.63 per cent. of net sales, or $165,100. The excess of 
delivery expense over the estimated amount thereof was $77,950, slightly more 
than the amount by which the actual net profit fell short of the estimated net 
profit. 

Reference to the analysis of sales given for an average month shows that 
approximately one-third of the invoices for that month were for sales of less 
than $10. If the number of invoices for this month, 4,140, represents one- 
twelfth of the deliveries made during the year, the total deliveries for the year, 
124,140, or 49,680, entailing delivery expense of $165,100, were made at an 
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average delivery cost of $3.323 each. It can not be said, of course, that de- 
livery cost on the smaller sales was as much as on the larger ones. In fact, 
the probably greater bulk of the latter, requiring more time and labor in 
handling and comprising greater tonnage, would no doubt result in a higher 
delivery cost. Nevertheless, delivery costs generally vary with the number 
of deliveries rather than with the amount of sales represented. Moreover, 
as no data are given whereby delivery costs may be distributed on any other 
basis than the number of invoices (except on the basis of amount of sales, a 
basis which would seem unwarranted) that method will have to be followed, 
although it may tend to exaggerate the results somewhat. It should be noted, 
however, that there is one other element of doubt as to the correctness of 
this computation. The problem states that the details of sales given are from 
“analysis of the sales for an average month during the season of 1925,” but 
the amount of sales given represents one-twelfth of $3,459,072, which is greater 
by almost a million dollars than the actual net sales for 1925. It seems un- 
likely that sales returns and allowances would aggregate a million dollars and 
it follows that so far as amount of sales is concerned, the month given is hardly 
average in the usual meaning of that term. Whether the number of invoices 
given for this ‘‘average’’ month bears a corresponding ratio to the actual 
number for the year is not known, of course. In any case, average cost per 
delivery can only be determined by dividing total delivery expense by the 
actual number of deliveries. 

Using the figures given, however, it is apparent that on all sales of less than 
$16.62 the gross profit of 20 per cent., being $3.32 or less, would not be sufficient 
to cover the average delivery cost. 

In the following statement (page 307) there is set out, for each classification 
of sales, the gross profit on sales (at 20 per cent.) and the amount of delivery 
expense, using the average of $3.323 per sale. 

If we carry the analysis further (page 308), we find that the percentage of 
delivery expense for the average month given in the problem is 4.77 per cent. of 
the sales total for that month and, further, that these percentages for the first 
four classes of sales are considerably in excess of this 4.77 per cent. rate. 

The most obvious solution to the problem would seem to call for recommen- 
dations involving the reduction of delivery expense through elimination of 
deliveries made at a cost which is excessive in relation to the profit from the 
sale. The editors of this department, however, do not believe that such a 
solution is necessarily the most correct or desirable one and the reasons therefor 
are these: 

(1) It is not definitely known that deliveries on small sales are as expensive 

as would be indicated by using an average cost per delivery. 

(2) Elimination of deliveries on small sales may not result in the desired 
reduction in delivery expense. 

(3) The delivery of small items may be necessitated by the merchandising 
or other policies of the business and may, in many cases, be matters of 
accommodation to important customers. 

From an accounting viewpoint, it would seem desirable in these circum- 
stances to prepare an analysis of the delivery expenses with the object of ascer- 
taining any excessive items, it being assumed that the account as stated in the 
problem is correct and that delivery expense contains only items properly 
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chargeable thereto. The policy respecting the delivery of small items would 
appear to be a merchandising problem and as such would require solution in 
accord with the merchandising policies adhered to by the management. 

While the problem does not require the candidate to give corrective sug- 
gestions, it seems that it might be well for the management to consider 
whether it would be practicable to increase the mark-up by slightly more than 
3 per cent. to cover the deficiency of 2.97 per cent. as shown in the statement on 
page 305. This question is a matter of sales policy and should be weighed 
against the probability of increased sales resistance to higher prices. A plan 
which would allow quantity discounts on all articles selling for less than $20 
might profitably be worked out to reduce the unit cost of delivery. 


RECEIVABLE AND PAYABLE OFFSETS IN INSOLVENCY 


Editor, Students’ Department, 
Sir: Asa subscriber to THE JoURNAL oF ACCOUNTANCY I present a problem 
iven at a Wisconsin C. P. A. examination which you may be interested in 
including in the Students’ Department. 
Problem: 

The General Machine Company and the Hamilton Machine Company are 
engaged in related lines of business. The former company has suffered a fire 
loss and its financial embarrassment has resulted in a receiver being appointed. 
The failure of this company has affected the financial position of the Hamilton 
Machine Company which is a creditor of the General Machine Nee | so 
it is declared bankrupt. The General Machine Company owes the Hamilton 
Machine Company $25,000.00 for capital stock issued to the General Machine 
Company. This stock was subsequently sold by the General Machine Com- 

ny. The Hamilton Machine Company owes the General Machine Company 

25,000.00 for merchandise bought during September and October, 1924. 

Accepting the following balance-sheets as correct, calculate the percentage 

of claim each company can pay. 


GENERAL MACHINE COMPANY 
Balance-sheet, November 1, 1924 


Assets Liabilities 
$1,200.00 Notes payable. ..... $75,000.00 
Accounts receivable. . 55,000.00 Accounts payable... 256,200.00 
250,000.00 Capital stock....... 100,000.00 
125,000.00 
$431,200.00 $431,200.00 


HAMILTON MACHINE COMPANY 
Balance-sheet November 1, 1924 


Assets Liabilities 
Accounts receivable. . $75,000.00 Accounts payable.... $175,000.00 
20,000.00 Capital stock....... 150,000.00 
Machinery......... 55,000.00 
175,000.00 
$325,000.00 $325,000.00 


The above statements show realizable value of all assets except the accounts 
between the two companies. 
Yours truly, 
A. E. Bark. 


Milwaukee, Wisconsin. 
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Solution: 

The point involved in this problem is that the two companies should not 
be allowed to offset the amounts of $25,000 due by each company to the 
other; if the offset were made the result would be that the General Machine 
Company would pay the Hamilton Machine Company in full although it 
paid other creditors only a fraction of the amounts due them; and similarly 
the Hamilton Machine Company would pay the General Machine Company 
in full and its other creditors only fractional amounts. 

It is necessary to determine what percentage each company can pay its 
creditors, including, in each case, the other company on the same basis as the 
other creditors. But the amount each company can pay depends on what 
it will collect from the other company, thus presenting a mathematical prob- 
lem of interdependent variables. 

The financial condition of the two companies is summarized as follows: 


GENERAL HAMILTON 


Assets: Macs.Co. Maca. Co. 
At realizable values 
Accounts receivable (except other company) 30,000.00 $50,000.00 
20,090 .00: 
At book value 
Account receivable—other company........ 25,000 .00 25,000 .00 
Liabilities: 
$331,200.00 $175,000.00 
Solution by Algebra 


Let G = Per cent. General Machine Company can pay. 
Let H = Per cent. Hamilton Machine Company can pay. 
281,200 + (H 25,000) 

Then (1) = 


331,200 


(6) H=.714285+ .1428571G 
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Substituting for H in (3), the value of H as stated in (6) 
(7) G=.8490338+ .07548309 (.714285 + . 1428571 G) 
(8) G=.8490338+ .0539164+ .0107833 G 
(9) G—.0107833 G= .8490338+ .0539164 
(10) .9892167 G= .9029502 
(11) G=.9127931 
(6) H = .714285+ .1428571G 
(12) H = .714285+(. 1428571 X .9127931) 
(13) H = .714285+ . 130399 
(14) H = . 844684 


Proof 
281,200 + (25,000 x H) 
331,200 

281,200 + (25,000 x . 844684) 
331,200 

281,200+21,117.10 
331,200 
= 302,317.10 + 331,200 
= .9127931 

125,000 (25,000 x G) 
175,000 

125,000 + (25,000 x .9127931) 

175,000 
125,000 +. 22,819. 83 

175,000 

= 147,819.83+175,000 

= .844685 

Solution by arithmetic 

This problem is interesting in itself, but it is presented here chiefly to afford 
an opportunity to illustrate a method of solving such problems by repeated 
approximations and without the aid of algebra. 

In the following tabulation each successive approximation of the rate which 
each company will be able to pay is used in determining the next estimate of 
the realizable value of that company’s account. The approximations are 
continued until the rate for one company is obtained by two successive approx~ 
imations, or until the realizable value of one account is repeated. 


(1) G 


Table of successive approximations 


First Second Third Fourth Fifth 
GENERAL COMPANY 
Other assets............ $281,200.00 $281,200.00 $281,200.00 $281,200.00 $281,200.00 
Hamilton Company... .. 25,000.00 21,158.99 21,117.57 21,117.12 21,117.12 
$306,200.00 $302,358.99 $302,317.57 $302,317.12 
$331,200.00 $331,200.00 $331,200.00 $331,200.00 


- 9245169 -9129197 -9127945 -912793 
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First Second Third Fourth 


General Company...... ° 23,112.92 22,822.99 22,819.86 22,819.83 


Total $148,112.92 $147,822.99 $147,819.86 $147,819.83 
Liabilities. ..........0.. $175,000.00 $175,000.00 $175.000,00 $175,000.00 
Bathe. -8463595 -8447028 - 8446849 - 8446847 
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Other assets. ........... $125,000.00 $125,000.00 $125,000.00 $125,000.00 


Book Reviews 


MODERN RETAIL METHODS, RECORDS AND ACCOUNTING, by 
Lynn M, Comstock, United States Corporation Co., New York. 522 


pages. 


After an experience extending over a period of twenty years with two of the 
largest and most prominent concerns in the field of retail merchandising, the 
author of Modern Retail Methods, Records and Accounting has undertaken the 
rather ambitious task of incorporating in a single volume explanations of all 
phases of the routine pertaining to the operation of a modern retail establish- 
ment. The book is divided into four parts, in each of which one of the natural 
divisions of the business is discussed, namely: merchandise, publicity, store 
service or finance and accounting, about half the book being devoted to the 
last division. Almost a hundred forms are included with explanations for their 
use, as well as a list of balance-sheet and profit-and-loss accounts. A mere 
perusal of the book will give one a comprehensive idea of the vast amount of 
system necessary to the proper conduct of a large modern retail business. 

The object of the author, as stated in the introduction, has been “‘to present 
the general and departmental routines of a retail store in such a manner as to 
enable the merchant to install the systems outlined, or any part of them, direct 
from the book."’ In a book covering such a vast field, it is doubtful whether 
the amount of space devoted to a single phase of the subject is sufficient for 
that purpose. 

The systems that are explained are based, in the main, on the methods em- 
ployed by large stores. As a whole the procedures are too elaborate for the 
medium-sized stores and certainly so for the smaller ones. In most instances, 
alternative methods are not presented. The book rather tends to give one the 
impression that the procedures presented by the author are the only ones 
that are correct or reliable. Many of the conclusions are open to question. 
For example, it is assumed that the receiving, checking and marking of mer- 
chandise should be supervised by the merchandise division, while it is now 
generally recognized that the best practice is to place this function under the 
supervision of the controller or perhaps the general superintendent. Also, the 
author still clings to the idea of loading discounts, a practice now largely 
abandoned. The classification of accounts could be changed somewhat to 
advantage; certainly it can not be adopted as it stands for all sizes or types of 
stores. Considerably more stress should probably have been laid on the retail 
method of inventories on account of its tremendous importance and recent wide 
adoption. The book, however, contains many valuable features and an exam- 
ination of its contents will repay and prove advantageous to anyone interested 
in a retail establishment. 

Henry E. MENDEs. 


INTRODUCTORY ACCOUNTING, by J. A. Powstson. Prentice-Hall, 
Inc., New York. 720 pages. 


Introductory Accounting is a rather difficult book to classify. According to 
the prefatory statements of publisher and author it is intended to be the first 
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of a series of codrdinated texts on accounting, and therefore presumably to teach 
the elements of accounting—a first-year text. But its later chapters take us a 
long way into higher accounting regions, and withal the author makes so many 
side excursions into the minutiz of business practice that the book may well be 
styled a compendium of what every bookkeeper should know. The weak point 
of a text of this kind is that the student is apt to lose sight of fundamental 
principles in the attempt to assimilate all the side issues in spite of the author’s 
apparent endeavor to clarify through summaries and pertinent questions at the 
close of each chapter. To summarize it briefly, there is too much in the book 
for a practical first-year text, if it is intended to be that, but it is a veritable 
encyclopedia of commercial bookkeeping. 

There is a wealth of practice material (which accounts largely for the size 
of the book) for the daily drill, the drudgery which all students hate but which 
all experienced bookkeepers know is the only road to skill and accuracy. I 
doubt, however, if it could be compressed within the limits of the average first- 
year course in accounting. Perhaps it is not intended to be. 

W. H. Lawton. 


ELEMENTS OF ACCOUNTING, by Epmunp Berrican. McGraw-Hill 
Book Co., New York. 300 pages. 


Elements of Accounting is a text-book for first-year students in accounting at 
one of our youngest state universities. It is well arranged, the definitions and 
statements of theory are clear and terse, and the illustratious of the effect of 
posting journal entries into ledger accounts are well devised to impress the 
student mind. It is a good manual of the art of bookkeeping. 

W. H. Lawton, 
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